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Before the court is a controversy regarding the right of three agencies of the federd
government, the Internd Revenue Service (“IRS’), the Environmental Protection Agency

(“EPA”), and the former United States Custom Service, now Department of Homeland Security,



U.S. Customs and Border Protection (“Customs’ and together with the IRS and EPA, the
“Government”), to assert a setoff againgt BOUSA, Inc. f/k/a Bulk Oil USA, Inc. (“BOUSA” or
the “Debtor”) of mutud prepetition obligations under the particular facts of this remarkably old
bankruptcy case. The question presented is whether the Government has a right to setoff, and if
30, whether it waived that right as a consequence of not expresdy preserving it (1) in proof of
cdam forms filed againg the Debtor many years ago, (2) by not objecting to confirmation of the
Debtor’s plan and (3) by not pleading a right to setoff as an affirmative defense or counterclam
in  post-confirmation litigation brought by the Debtor againg Customs in the Court of
Internationa Trade (“CIT”).

The litigation in the CIT produced a settlement that caled for Customs to pay over $4
million to the Debtor, but the Government has withhdd payment of the full amount due pending
a determination of its asserted right to setoff amounts clamed by the Government agangt the
Debtor. The impact of permitting setoff is ggnificant and will adversdly affect other creditors of
the Debtor’'s estate. If a setoff is authorized, the Government will be entitled to a credit of dmost
$2 million agang amounts otherwise payable to the Debtor, thereby sharply cutting distributions
to other unsecured creditors under the Debtor’s confirmed liquidating plan.

Procedural Background

Bankruptcy Judge Corndius Blackshear entered an order dated November 18, 2004
denying the Government’s motion for relief from the automatic Say for authorization to effect a
setoff. The Government gppesled from that order. In a memorandum opinion and order dated
June 13, 2005, Didtrict Judge Peter K. Leisure vacated Judge Blackshear's order and remanded
this matter for further findings of fact and conclusons of law in accordance with 28 U.SC. §
157(c)(1). The Didrict Court opinion did not address the merits of the legd dispute regarding

2



the right to sttoff and found that the record on agpped was inaufficient to permit effective
appellate review of the Bankruptcy Court’s November 18, 2004 order.

Following Judge Blackshear’'s retirement in March, 2005, the case was assigned to Judge
Lifland and was reassgned to me when | was appointed in January, 2006. Two datus
conferences were held (one before Judge Lifland and a second after reassgnment of the case) to
consider procedures gpplicable to the remand and a briefing €hedule. The parties opted to rely
upon ther briefs previoudy filed in connection with the Didrict Court apped of Judge
Blackshear’'s order denying the motion to authorize a setoff. The Debtor and the Government
presented ord argument on July 26, 2006 and, at the Court’s request, submitted supplementa
briefs on August 23, 2006.> The underlying facts are undisputed, and whether the Government
has aright to setoff at this stage of the bankruptcy caseis purely alegad question.

After condderation of the papers submitted by the parties and ord argument, the Court
concludes, despite the passage of an unusudly long period of time before firg formaly
aticulating a right to stoff, that the Government did not waive its right to satoff mutud debts
within the meaning of 8§ 553 of title 11 of the United States Code, as amended (the “Bankruptcy
Code’), and grants the Government’s Motion for Authorization to Effect a Setoff for the reasons
et forth in this Memorandum Decision and Order.

Factual Background
BOUSA is a New York corporation that imported petroleum products into the United

States. On December 29, 1989, BOUSA filed for protection under chapter 11 of the Bankruptcy

! By letter sent to the parties on the date of oral argument (Docket No. 184), the Court asked for limited additional
briefing on: (1) whether the rules of procedure applicable to cases in the CIT permit the assertion of state law based
claims and defenses (such as setoff); (2) whether the Government’s failure to plead a right to setoff in the CIT
litigation constitutes a waiver in light of the filing years earlier of proofs of claim by the Government in the BOUSA
bankruptcy case; and (3) if awaiver has occurred, whether the Government could rescind such waiver and reinstate
itsright to a setoff.
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Code. Prior to filing for bankruptcy relief, BOUSA had annud sdes of over $500,000,000, but
incurred $400,000,000 of debt due to fdling oil prices in conjunction with the financid
difficulties of its European filiales. On its schedule of assets, filed contemporaneoudy with its
chapter 11 petition, BOUSA noted an anticipated lawsuit agangt Customs for recovery of
excessve duties.

On October 5, 1990, the EPA filed a proof of clam in the chapter 11 case for an
unsecured nonkpriority claim of $536,250 to saisfy BOUSA’s outstanding balance under a
settlement agreement.  On August 16, 1993, the IRS filed a proof of clam for a priority clam of
$148420.24 and a generd cam of $4,261.53 to satidfy liability for failure to file tax returns
covering dates in 1988 and 1989.

On January 28, 1992, Customs filed an amended proof of dam for an unsecured nor:
priority clam of $882,494.862 This dam aose from due and owing Customs duties, plus
interest, imposed on eight shipments of petroleum products that BOUSA imported in 1985 and
1986.

On December 12, 1990, BOUSA commenced two separate actions in the CIT concerning
the classfication of tariffs assessed on BOUSA imports in 1985 and 1986. The CIT (Judge R.
Kenton Musgrave) determined that it lacked jurisdiction over 10 of the 21 disputed importations
on June 9, 19933 The Bankruptcy Court confirmed BOUSA's Liquidating Plan for
Reorganization (the “Plan”) on July 31, 1995. The IRS objected to the Plan, but withdrew that
objection upon the dipulation that the proceeds of recovery in a separate litigation would be

goplied to the IRS debit.

2 Customs’ original proof of claim was filed on April 26, 1990 for an unsecured and unidentified amount.
3 Accordingly, Judge Musgrave transferred those actions to the District Court, which in turn referred the actions to
the Bankruptcy Court. These actions are currently pending.
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The dams remaning in the CIT were eventudly settled pursuant to a dipulated
judgment, dated July 11, 2003.* Under the terms of the settlement, Customs was required to pay
$4,361,473.18 to the Debtor. Customs paid BOUSA $2,384,298.66 on August 25, 2003, but
held back $1,977,174.52 “in abeyance’ pending disposition of its motion to lift the stay and
effect a setoff.

On February 13, 2004 the IRS and EPA filed motions with the Bankruptcy Court for
relief from the automatic Say to effect setoff. On June 7, 2004 Customs filed the same motion.
The Bankruptcy Court consolidated the motions and heard oral arguments on October 27, 2004.
At the hearing, BOUSA argued that (1) the Government waved setoff rights by failing to assert
them earlier in the BOUSA bankruptcy, and (2) the Government had violated the automatic stay
by withholding the badance of BOUSA’'s refund in the CIT action “in abeyance”  The
Government argued (1) it was entitled to relief from the stay pursuant to § 362(d)(1) of the
Bankruptcy Code, and (2) it had not violated the automatic stay because it did not intend to effect
a stoff, nor did any records or actions reflect such an intention at the time it withheld a portion
of the CIT refund.

On November 18, 2004, Judge Blackshear issued an order daing that, upon
consgderation of the parties briefs, pleadings, exhibits and ord argument, “pursuant to the
Court’s rulings stated on the record in open court with respect to the Government's Motions”
those motions were denied.

The Government filed a timely gppeal on November 29, 2004. On June 13, 2005, the

Digrict Court detailed the facts of the appeal, expressed concern as to whether the Bankruptcy

* Bousa, Inc. v. United Sates, No. 90-12-00658 (Ct. Int'| Trade Apr. 21, 2003).

® Following the October 27, 2004 oral arguments, Judge Blackshear denied the government's motion and reserved
the right to issue a written opinion if necessary for appeal; however, no opinion was written prior to the appeal, and
the only writing setting forth the Bankruptcy Court’ s ruling was the November 18, 2004 order.
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Court considered the relevant factors before denying the requested rdie® and remanded the
contested maiter to this Court for findings of fact and conclusions of law.

The Government's motion requedsts that the court lift the automatic stay to permit the
netting of amounts owed the Government by BOUSA againg amounts gill owed to BOUSA by
virtue of the dipulated judgment in the CIT. BOUSA chalenges the right to setoff at this point
in the case, contending that whatever right to setoff that a one time may have exised was
waived by the Government during the prolonged procedura history of this case.

Discussion

The Government’s motion for stay relief requires the Court to determine whether a right
to setoff exiss as a matter of law, and if so, whether it has been lost by reason of knowing and
intentional acts and omissons of the Government in this bankruptcy case and in the CIT
litigation. That is the threshold issue here. If there exidts a right to a setoff that has not been
waved by conduct, the Government is entitted to reief from the automatic say to gpply the
funds now held in abeyance to satidfy its clams againg BOUSA. The motion should be granted
only upon afinding that the Government has a right to setoff and has not waived thet right.

l. Right to Setoff

Although the Bankruptcy Code does not establish a right of setoff, 8553 is widdy
recognized as presarving any right to setoff under agpplicable non-bankruptcy law. 11 U.S.C.
8553(a); Citizens Bank of Maryland v. Strumpf, 116 U.S. 286, 289 (1995). Initidly, the Court

must consder whether, regardiess of waver quedtions, the Government has a right of setoff

6 Specifically, the District Court cited to the Bankruptcy Court’s lack of discussion of the factors laid out in Sonnax
v. Tricomponent Prod. Corp (In re Sonnax Indus., Inc.), 907 F.2d 1280, 1286 (2d Cir. 1995), that shape the analysis
of whether to grant relief from the automatic stay pursuant to § 362(d)(1) of the Bankruptcy Code in the Second
Circuit.



under applicable nonbankruptcy law. The requirements for a setoff are generaly recognized to
include the following: (1) the amount owed by the debtor must be a prepetition debt; (2) the
debtor’s clam againg the creditor must dso be prepetition; and (3) the debtor’s clam againgt the
creditor and the debt owed the creditor must be mutual. See, e.g., In re lonosphere Clubs, Inc.,
164 B.R. 839, 841 (Bankr. SD.N.Y. 1994).

The Government has met the firs and second requirementss. BOUSA’s debt to the
Government arose prepetition and the Government's clam aganst BOUSA dso aose
prepetition. For purposes of setoff, a debt arises when dl transactions necessary for liability
have occurred, regardless of whether the clam was contingent when the petition was filed.
United States v. Gerth, 991 F.2d 1428, 1433 (8th Cir. 1993). BOUSA argues that the
Government’s debt arose postpetition and the Government is estopped from asserting otherwise
because t admitted the debt arose podpetition in a letter-brief to Judge Blackshear on October
25, 2004. Upon review of that letter-brief, the Court finds no such admisson. The
Government’s debt to BOUSA is properly considered a prepetition obligation, despite the fact
that it did not become fixed until entry of a podpetition judgment, because it arose when the
Government imposed excessive customs duties on oil shipped prepetition in 1986 and 1987. By
the time BOUSA filed the petition, the Government had performed al acts required for its
lidbility to occur regadless of BOUSA’s podpetition CIT litigation. ld. a 1433-34
(“dependency on a podpetition event does not prevent a debt from arisng prepetition...A debt
can be absolutdy owing prepetition even though that debt would never have come into existence
except for pospetition events.”). Customs debt to BOUSA was contingent a the
commencement of the case and became fixed podtpetition, but it is properly characterized as
prepetition debt.  Indisputably, BOUSA'’s debts to the Government al arose prepetition from
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taxes, tariffs or duties assessed againg BOUSA or dipulations relating to transactions occurring
before the petition date.

The Government has dso met the third requirement of mutudity even though the IRS and
EPA ae seeking to setoff debt owed to BOUSA by Customs, because federal agencies are
deemed to be a single party for purposes of setoff. Cherry Cotton Mills v. United States, 327
U.S. 536, 537 (1946); Aetna Cas. & Surety Co. v. LTV Seel Co. (In re Chateaugay), 94 F.3d
772, 779 (“[T]he [Department of Labor] possesses a common law right to setoff its nontax debts
agang tax refunds”). Therefore, unless waved, the Government has aright to setoff.
. Waiver of Right to Setoff

BOUSA contends that the Government waived its right to setoff (1) by virtue of its
falure to assert a right to setoff in its proofs of dam, (2) by faling to object to the plan filed by
BOUSA and (3) by failing to assert the right to setoff in the Government’s peadings in the CIT
litigation. In examining eech of these contentions to determine if the Government waved its
right to setoff, the Court must assess whether the Government acted or failed to act in a manner
reflecting a knowing, voluntary and intentiondl rdinquishment of thet legd right. See, eg.,
United Sates v. Johnson, 391 F.3d 67, 75 (2d Cir. 2004), citing Johnson v. Zerbst, 304 U.S. 458,
464 (1938) (defining waiver as an “intentiond relinquishment or abandonment of a known right
or privilege’); In re Frank Santora Equipment Corp., 256 B.R. 354, 370-71 (Bankr. E.D.N.Y.
2000) (“[a] waiver is the voluntary and intentiond reinquishment or abandonment of a known
existing legd right.”) (emphasis added); City of New York v. State, 40 N.Y.2d 659, 669, 389
N.Y.S2d 332 (1976) (under New York law, a waver is “the intentiond reinquishment of a

known right with both knowledge of its existence and an intention to relinquish it”).



A. TheProofsof Clam

BOUSA's firgd contention is that the Government waived its right of setoff because the
EPA, Customs and the IRS filed proofs of clam tha made no mention of any setoff rights and
classfied the amounts due from BOUSA as unsecured. Moreover, in the case of the IRS, the
form dated, “[t]his dam is not subject to any setoff or counterclaim, except NONE.” The IRS's
prior statement that the clam is not subject to setoff does not defeat the Government’s current
assartion of a right to setoff against amounts due from the Government to the Debtor because the
dipulated judgment in the CIT was not docketed until gpproximately ten years after the filing of
the IRS clam (and so did not become fixed and noncontingent until that date). Additiondly, the
setoff in question is not one that reduces the IRS clam againg BOUSA but one that, if alowed,
reduces the net amount payable by Customs to the Debtor’ s estate.

The Government had no judgment in the CIT when the various proofs of dam were filed
agang BOUSA, and so had no right to setoff at that time. See In re Westchester Structures, Inc.,
181 B.R. 730, 740 (Bankr. S.D.N.Y. 1995); In re Prudential Lines, 148 B.R. 730, 751-52 (Bankr.
S.D.N.Y. 1992), aff'd in part and reversed in part on other grounds, 170 B.R. 222 (SD.N.Y.
1994), appeal dismissed, 59 F.3d 327 (2d Cir.1995); Trojan Hardware Co. v. Bonacquisti Const.
Corp., 534 N.Y.S.2d 789 (3d Dep’'t 1988) (holding that creditor had no right to offset contingent
debt, as that debt was dependent upon the outcome of litigation between the parties). Because no
right to setoff of mutual debts arose until a decade later upon entry of the sipulated judgment, no
walver occurred when the Government filed proofs of clam for unsecured amounts that did not
identify a then contingent and unmatured potentid debt from the Government to BOUSA that
might never materidize. Also, BOUSA knew that it had a contingent clam againg Customs and
knew that the Government had filed proofs of clam in its bankruptcy case. Consequently, this is
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not a gStuation in which BOUSA ¢ its creditors were unaware of the possbility that setoff might
be claimed by the Government in the future.

Whether or not formdly dated by the Government in proof of clam forms, BOUSA
knew the circumstances that might leed the Government to request authority to offset the mutud
debt and claims involving BOUSA. The Debtor’'s Disclosure Statement dated March 3, 1995 at
page 12 disclosed the pending litigetion againg Customs rdaing to misclassfication of gasoline
shipments and mentioned the relationship between the mutua debts and cdams in the following
sentence: “BOUSA seeks to recover $2,000,000 and the cancellation of more than $628,000 of
cams of U.S. Customs against BOUSA.”” Thus, BOUSA itsdf recognized and highlighted for
creditors the existence of claims by and againgt Customs.

Beyond Disclosure Statement language, case law in this Circuit and esewhere supports
the view that the falure to include language in a proof of dam reserving the right to assart a
future setoff againg the Debtor does not require finding a waiver of the setoff. In a case decided
under the former Bankruptcy Act, the Second Circuit held that amendment of a proof of clam
after the bar date that changed a clam from unsecured to secured status for purposes of effecting
a stoff was proper when no party had detrimentaly relied on the previous failure to properly
classfy the dam. Chassen v. United Sates, 207 F.2d 83, 83 (2d Cir. 1953). Although BOUSA
argues that Chassen no longer gpplies because of the changes to the meaning of “dam” under
the Bankruptcy Code, courts have continued to cite Chassen following enactment of the
Bankruptcy Code. See, e.g., Canzano v. Ragosa (In re Colarusso), 280 B.R. 548, 560 (Bankr. D.

Mass. 2002); In re Britton, 83 B.R. 914, 920 (Bankr. E.D.N.C. 1988).

7 See Exhibit J attached to the affidavit of Kevin Olson, Docket No. 144.
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In AETNA Casualty & Surety Co. v. LTV Seel Company (In re Chateaugay Corp.), 94
F.3d 772, 777 (2d Cir. 1996), the Court of Appeds acknowledged that some courts have held a
falure to assert the right to setoff in a proof of clam is a waiver, but noted that other courts have
found the right to setoff may be preserved even if it has not been asserted in the proof of clam.
In United States v. Fleet Bank of Massachusetts (In re Calore), 288 F.3d 22, 40-41 (1st Cir.
2002), for example, the First Circuit noted, “as a genera matter, a creditor's slence in the early
stages of bankruptcy proceedings, such as the filing of a proof of clam, does not waive the right
of setoff.” On the bass of this case authority and in light of the contingent nature of the debt
owed by Customs to the Debtor that required many years of litigation to findly resolve, the
Court finds that the Government did not knowingly and intentionaly give up its right to a setoff
by failing to reserve rightsin proofs of claim filed in BOUSA'’s bankruptcy case.

B. Falureto Object to Confirmation and Plan |ssues

BOUSA’s second contention is that the Government waived its right to setoff by failing
to object to or vote againg BOUSA'’s plan of reorganization. The Second Circuit typicaly
affords confirmation of a plan res judicata effect, preventing the assertion of cdams not
preserved in the plan. See Slverman v. Tracar, SA. (In re American Preferred Prescription),
255 F.3d 87, 92 (2d Cir. 2001); Katz v. I.A. Alliance Corp. (Inre|. Appel Corp.), 300 B.R. 564,
567 (S.D.N.Y. 2003).

BOUSA rdies on the holding in Continental Airlines, 134 F.3d 536, 542 (3d Cir. 1998),
in which the Third Circuit held that confirmation of the debtor's Chapter 11 plan extinguished the
government's right of setoff. The Continental Airlines court reeffirmed its earlier holding in
United States v. Norton, 717 F.2d 767 (3d Cir. 1983) (setoff is not permitted after confirmation),
ruling: "We recognize that a right of sat-off is preserved under 8§ 553 in a bankruptcy proceeding
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but we believe that the right must be exercised by the creditor in timely fashion and gppropriatey
asserted in accordance with other provisons of the Bankruptcy Code" Continental Airlines, 134
F.3d at 5418
In Daewoo International (America) Corp. Creditor Trust v. SSTS America Corp., 2003

WL 21355214, a *5 (SD.N.Y. June 11, 2003), this district followed the reasoning of
Continental but aso held that the right to setoff did not survive plan confirmation kecause setoff
was specificdly prohibited in the plan confirmed by the bankruptcy court. Similaly, in Inre
Lykes Brothers Seamship Company, Incorporated, 217 B.R. 304, 307 (Bankr. M.D. Fla. 1997),
the plan stated,

“Entities that have held, currently fold or may hold a Clam or other

Debt, Liability or Equity Interest that is discharged pursuant to the

terms of the Plan are and shdl be permanently enjoined and forever

banned to the fullest extent permitted by law from taking any of the

folowing actions on account of any such discharged Clams, Debts,

Liabilities or Equity Interests. . . (d) asserting asetoff . . . .”
BOUSA argues that the liquidating plan confirmed in this case on July 31, 1995 should dso be
interpreted as a bar to setoff because of the classfication and trestment of clams under that plan

and the fact that the Government’'s clams are not liged as being subject to setoff. For this

8 There is a split among the circuits on this issue. In In re De Laurentiis Entertainment Group Inc., 963 F.2d 1269,
1276-77 (9th Cir. 1992), cert. denied, 506 U.S. 918, 121 L. Ed. 2d 249, 113 S. Ct. 330 (1992), the Ninth Circuit
ruled that a right of setoff survives even if the claimant fails to file an objection prior to plan confirmation. The De
Laurentiis court ascribed supremacy to the language and structure of § 553, as well as the precedence given the
setoff provision under the Bankruptcy Act, and found that "[the language of § 553] seems intended to control
notwithstanding any other provision of the Bankruptcy Code. To give 8§ 1141 precedence would be to ignore this
language.” Id. It noted that if the other provisions were interpreted to take precedence over 8§ 553, setoffs would be
allowed in bankruptcy only if they were included in a plan of reorganization, and such a result would render § 553
superfluous since a setoff could be added to a reorganization plan even without 8§ 553. Id. at 1277. The De Laurentiis
court also reviewed equitable considerations, noting that if not for the right of setoff, some creditors would find
themselves in the unenviable position of having to pay their debts to the debtor in full, but only receiving a small
fraction of the money owed to them by the debtor. Id. Similarly, in In re Davidovich, 901 F.2d 1533,1539 (10th
Cir. 1990), the Tenth Circuit reasoned that a creditor's right to setoff is a universally recognized right grounded in
principles of fairness. On this basis it declined to adopt a posture that would unfairly "deny a creditor the right to
recover an established obligation while requiring the creditor to fully satisfy adebt to adebtor.” Id.
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reason, BOUSA urges that the plan in this case has the same preclusve effect with respect to
setoff asthe plansin Daewoo and Lykes.

But the rdevant section of BOUSA's confirmed plan smply provides, “The dassficaion
and treatment of Claims and Interests, and dl distributions made on account of Allowed Clams
or Stock Interests, shdl be in full and complete satisfaction, release, and discharge of dl such

Clams and Interests.”

This rdease language relating to casdficaion and trestment of clams
and didributions to holders of such clams is not equivaent to an express prohibition of the right
to stoff. The language used in the liquidating plan smply does not spesk directly to the right of
setoff, does not include provisons smilar to that in Daewoo or Lykes and is insuffident to
extinguish setoff rights, or to put any creditor on alequate notice that it was required to object to
the Plan in order to preserve those rights. The absence of specific language in the plan defesats
BOUSA’s argument.

“[Clonfirmation of a debtor's plan of reorganization does not extinguish prepetition
setoff rights, epecialy of secured creditors where the plan does not specifically treat those setoff
rights irrespective of whether any given holder of the right fals to assat it prior to
confirmation.” In re Bare, 284 B.R. 870, 874 (Bankr. N.D. Ill. 2002) (emphasis added) (holding
that IRS was not barred from effecting a setoff after plan confirmation, notwithstanding that it
had asserted an unsecured, priority tax clam and had not objected to confirmation of the plan).
Thus, because BOUSA'’s plan does rot treat setoff rights explicitly and does not prohibit a setoff

by any creditor after confirmation, the Government's falure to object to the plan does not

condtitute awaiver of theright to setoff.

% Article 6, section 6.1. See Exhibit K attached to the affidavit of Kevin Olson, Docket No. 144.
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C. Falureto Plead Setoff inthe CIT

BOUSA'’s third contention is that the Government waved the right to setoff by not
rasng setoff as a defense or counterclam in the CIT action. During ord argument, BOUSA's
counsd focused attention on this omisson and suggested that the Court could smply rely on he
CIT pleadings to find a walver and decide in favor of the Debtor. In support of this postion,
BOUSA cited to the Second Circuit’s decison in Valley Disposal, Inc. v. Central Vermont Solid
Waste Management Distribution, 113 F.3d 357, 365-66 (2d Cir. 1997), which held that a
defendant may not refuse to pay a money judgment againgt it without having assated a
counterclam during the litigation. This case, when read in conjunction with authorities cited by
the Government in its supplemental brief, leads the Court to conclude, despite some superficia
amilarities between this case and the sStuation in Valley Disposal, that the falure to plead setoff
did not conditute a waver of setoff by the Government. As explaned beow, no waver has
occurred because the pleading rules with respect to counterclams in the CIT differ somewhat
from those in the Didrict Court, and it is the bankruptcy forum, not the CIT, that must determine
whether setoff still remains available under the circumstances.

In Valley Disposal, Judge Kearse found that the defendant waived the right to bring a
setoff dam for an award of atorneys fees by faling to bring this dam to the atention of the
Digtrict Court prior to the fee award more than a year after it concededly could lave done so.
The Court of Appeds reviewed the pleading requirements under Rule 13 of the Federd Rules of
Civil Procedure providing that a setoff, if one is to be assarted, must be raised in a pleading
during the lawsuit by means of a counterdam in the answer to the complaint. Rule 13 deds
with both compulsory counterclams arisng out of the same occurrence or transaction as the
cam of the plantiff and permissve counterclams that do not arise out of the same occurrence
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or transaction. In the case of a permissve counterclam, the falure to assart the counterclam has
no estoppel effect that would prevent assertion of the clam in a laer suit. Valley Disposal, 113
F.3d a 364. The defendant there was not required to assart its setoff clam in order to preserve
its rights in some other action, athough the falure to plead did bar setoff in the Digtrict Court
litigetion.

Valley Disposal does not limit the Government's ability to setoff the clams agangt
BOUSA from amounts now payable to the Debtor. The Government's satoff clams are
permissve counterclams that arise from transactions unrelated to those underlying the CIT
litigation. See Valley Disposal, 113 F.3d at 364; see also, Fin. One Pub. Co. v. Lehman Bros.
Seecial Fin., Inc., 414 F.3d 325, 336 (2d Cir. 2005) citing Cipa Mfg. Corp. v. Allied Golf Corp.,
1995 WL 337022, a *2 (N.D. IIl. June 1, 1995); United Sates v. Bonneau Co., 12 C.I.T. 246,
248-249 (Ct. Intl Trade 1988). Notably, the pleading rules applicable to litigation in the CIT,
the Rules of the United States Court of International Trade (“CIT Rules’), are more regtrictive
than those in the Digtrict Court. The verson of Rule 13 of the Federd Rules of Civil Procedure
gpplicable to CIT proceedings does not make counterclams compulsory and does not grant
exclusve jurisdiction over counterclams unless such clams aise out of the same transactions as
those presented in the plaintiff’s complaint.

Rule 13 of the CIT Rulesrequiresthat:

A pleading shall state as a counterclam any claim which at the time of serving the
pleading the pleader has against any opposing party, if (1) the claim involves the
imported merchandise that is the subject matter of the civil action, or (2) the
claimis to recover upon abond or customs duties relating to such merchandise.

Fed. Ct. Int'| Trade R. 13-1(a) (2006) (emphasis added).
Only cdlams involving the same imported merchandize shdl be made by counterdam. Here, the

clams that give rise to the right to sstoff againg sums payable under the dtipulated judgment are
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unrelated to the subject mater of the CIT litigation. The cams of the IRS and EPA are
obvioudy different from the subject metter of the CIT action, and even the clam filed by
Cugstoms in this bankruptcy case relates to sparatdy identified shipments that are not the subject
of the CIT litigation.

The CIT has excdusve jurisdiction with respect to a counterclam that involves imported
merchandise that is the subject matter of the action then pending before it. 28 U.S.C. § 1583;
U.S v. Lun May, 652 F. Supp 721, 723 (Ct. Intl Trade 1987). Given the nature of the
Government's clams for setoff, the CIT is not the only forum with jurisdiction to hear such
cdams. The IRS, EPA and Cusoms had dreedy filed those clams with the Clerk of the
Bankruptcy Court, and BOUSA understood that these claims were on file in its bankruptcy case
while it was prosecuting litigation againg Customs in the CIT to recover amounts for the benefit
of its creditors.

Unlike Valley Disposal, where clams, at the dection of the pleader, could be asserted or
not agang the plaintiff in the Didrict Court, holders of prepetition clams againg BOUSA were
required to file them only in the Bankruptcy Court. Moreover, until the BOUSA bankruptcy
cae is cdosed or dismissed, the Bankruptcy Court under the language of the confirmed
liquidating plan has continuing jurisdiction to alow and reconcile dl dams againg the estate®
The CIT litigation was a separate and specidized proceeding that dedt with particular dams by
BOUSA againg Customs and was not the exclusve or even the proper forum to address
unrdlated clams of the Government againt BOUSA that were dready on file in BOUSA's

bankruptcy case.

10 Article 12 of the plan provides that the Bankruptcy Court retains jurisdiction to determine claims and to fix or
liquidate claims. See Exhibit K at page 21 attached to the affidavit of Kevin Olson, Docket No. 144.
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In sum, given the nature of litigation in the CIT, the limited exclusve grant of the CIT's
jurisdiction over counterclaims and the scope of relevant issues that can be raised in that court in
reponse to a complaint againg Customs, the failure of Customs to assert a counterclam for
setoff for itsdlf, the IRS or the EPA does not amount to a waiver of the right to setoff amounts
owed by BOUSA to the Government from amounts owed by Customs to BOUSA.

[Il.  Automatic Stay

A. Adminigrative Freeze is not a Violation of Automatic Stay

Independent of its arguments regarding waiver, BOUSA contends that the Government’s
motion to lift the automatic say aso should be denied because the Government violated the stay
when it withheld dmogt $2 million owed to BOUSA under the dipulated CIT judgment pending
resolution of the setoff issue. BOUSA dams tha the Government, without court approva, has
dready effected a satoff by holding back the disputed funds. This contention is without merit
under gpplicable law.

The United States Supreme Court held in Citizens Bank of Maryland v. Srumpf, that a
creditor did not violate the automatic stay when it refused to pay its debt not “permanently and
absolutely, but only while it sought relief under 8 362(d) from the automatic stay.” 516 U.S. a
19. Section 362(a)(7) of the Bankruptcy Code, staying setoff of prepetition debts, does not
require immediate payment of a debt subject to setoff, “for forcing the creditor to pay its debt
immediatdy” would “divest the creditor of the very thing that supports the right of setoff,”
thereby rendering meaningless 8 553(a)’s generd rule that the Bankruptcy Code does not affect
the right of setoff. Id. a 20. Because the Government has not actudly effected a setoff, but
rather has held the disputed funds in a suspense account in BOUSA’s name without distribution
to the IRS or EPA pending the resolution of this motion, it has not violated the automatic Stay.

17



B. Causefor Rdief From the Automatic Stay

In deciding whether to modify the automatic stay, one of the factors the court must
condder is the impact of the stay on the paties and the badance of hams.  Sonnax v.
Tricomponent Prod. Corp. (In re Sonnax Indus., Inc.), 907 F.2d at 1286. Equity favors setoff
and thus a creditor's vaid seoff right should not be disalowed “unless compdling
circumgtances require it...The datutory remedy of setoff should be enforced unless the court
finds after due reflection that alowance would not be consgent with the provisons and
purposes of the Bankruptcy Act as awhole.” Bohack Corp. v. Borden, Inc., 599 F.2d 1160, 1164
(2d Cir. 1979). As dated in Citizens Bank v. Srumpf, the very purpose of dlowing setoff is to
permit “entities that owe each other money to apply ther mutud debts against each other,
thereby avoiding the absurdity of making A pay B when B owes A.” 516 U.S. at 18. Grating
relief from the day to permit the Government to exercise its right of saoff will avoid this
absurdity described by the Supreme Court, is congstent with the provisons of the Bankruptcy
Code and does not impose undue harm on the Debtor’ s estate.

Although the Government’s proposed setoff of amounts payable to the estate pursuant to
the CIT dipulated judgment will diminish didributions to other creditors, the setoff has no effect
on BOUSA'’s plan of liquidaion, which was confirmed over eeven years ago and made no
promises to any unsecured creditor regarding the amount that might be redized from future
litigetion recoveries. This cae is an antique, and it is difficult to conceive of an ongoing
judtification for the autometic stay to reman in effect other than to mantan the satus quo
pending resolution of this contested metter. Having found that the Government's right to setoff
has not been log, the Court grants relief from the stay to permit the exercise of that right by the
Government. In accordance with Rule 4001(a)(3) of the Federd Rules of Bankruptcy Procedure,
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this grant of reief is dayed until the expiration of ten days after the date of entry of this
Memorandum Decison and Order.
V. Conclusion

The Court has determined that the Government has a right to setoff that was not waived
by any acts or falures to act of the Government and that is not prohibited by any provison of
BOUSA'’s plan. For the reasons set forth in his Memorandum Decison and Order, the Moation
for Authorization to Effect a Setoff is hereby granted.
Dated: New York, New York

September 29, 2006

g James M. Peck

Honorable James M. Peck
United States Bankruptcy Judge
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