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FOR PUBLI CATI ON
UNI TED STATES BANKRUPTCY COURT
EASTERN DI STRI CT OF CALI FORNI A

MODESTO DI VI SI ON

In re Case No. 99-93271-A-11

MEADOWBROOK ESTATES, a

California limted partnership,
fdba Huntington Ranch,

Debt or .
Adv. No. 99-9129

Moti on Control Nos. GBP-1
& LD-1

MEADOWBROOK ESTATES, a
California limted partnership,
f dba Hunti ngton Ranch,

Plaintiff,
Date: March 6, 2000

VS. Tinme: 10: 00 a. m

McELVANY, INC., a California
cor poration,

Def endant .

P N N e N N e N NN N N N N N N N e N N N N N N N N N N N

Donald F. Drummond, Esq., of Lukens and Drumond, San Franci sco
California, and appearing for Meadowbrook Estates.

Gary B. Polgar, Esq., of Allen, Polgar, Poietti, & Fagalde
Merced, California, appearing for MElvany, Inc.

AMENDED MEMORANDUM DECI SI ON

The chapter 11 debtor and debtor in possession, Meadowbrook
Estates, the plaintiff in this adversary proceedi ng, requests

sunmary judgnment. Defendant MEIl vany, Inc., however, asks this

court to abstain from deciding the controversy presented in the

conplaint. Alternatively, the defendant asks that summary
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j udgnment be entered in its favor.

The defendant’s notion requires the court to determ ne
whet her it nust or should abstain from hearing a chapter 11
debtor in possession’s challenge to the validity and
enforceability of a creditor’s claimand |ien because the
creditor did not file a proof of claim The court concl udes t hjg
circunst ances warrant denial of the defendant’s abstention
not i on.

VWil e the court concludes that some of the clains presented
in the conplaint can be summarily adjudicated in favor of the
def endant, the facts necessary to resolve the primary dispute
bet ween the parties are disputed and cannot be determ ned witho
atrial.

I

The plaintiff, Meadowbrook Estates, is a California |imted
partnership formerly known as Huntington Ranch, a California
l[imted partnership. J.C. WIlians Conpany, a California
corporation, is the general partner of Meadowbrook Estates. J.

Wl lianms Conpany is also the general partner of Charleston Pl acg

a California |limted partnershinp.

The plaintiff was created for the purpose of devel oping
subdi vision I ots and buil ding and selling houses on those |ots.
This real estate devel opment project was divided into two phases.
During Phase |, 56 houses were to be built and sold. During
Phase 11, 48 nmore houses were to be built and sold.
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On June 28, 1994, the plaintiff entered into a contract wt

t he defendant pursuant to which the defendant agreed to nmake

certain underground and aboveground inmprovenents to all 104 |ots.

| ke McEl vany, the defendant’s former president, holds a 10%
[imted partnership interest in the plaintiff. Charles MEl vany
is now the president of MElvany, Inc.

The plaintiff alleges that the defendant was to nmake
i nprovenents to Phase Il lots only after the plaintiff had sold
substantial nunber of the Phase | lots. Wile the plaintiff
admts that it later agreed to nodify the contract to pernit thg
def endant to simultaneously work on both phases, the plaintiff
contends it did not agree to pay the defendant for Phase Il worl
until houses in Phase Il were sold.

The plaintiff paid MEl vany, Inc., approximtely $148, 611. (
pursuant to the contract. On October 12, 1994, MEl vany, Inc.,
accepted a note in the face anount of $525,508.94, as paynent f
t he bal ance owed. The note was not secured by any collateral.
The note states that paynment “shall be due and payable either
upon the sal e/reconveyance of any/all lots or upon the

recordation of a devel opnent | oan. The plaintiff assert:
that the term*“any/all lots” refers to the 48 Iots to be sold
during Phase Il. On Novenber 14, 1994, the principal bal ance ol

the note was further reduced by the paynent of $195,417.65.1

! According to the plaintiff, after this paynent the note’'s bal ance

was reduced to $388, 768.45. The defendant mmi ntains that the bal ance was
reduced to $404, 635. 37.
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According to the plaintiff, on or about July 7, 1997, the
def endant requested that the plaintiff execute a new secured nof
in the place of the original unsecured note. The plaintiff
declined to execute a new note. This pronpted the defendant to
file suit in Merced County Superior Court in Novenmber, 1997 (“tl}
Merced Litigation”) in order to collect on the note which it
mai ntai ned had fully matured. The plaintiff defended on the
basis that the action was premature because the sale of Phase I
| ots had not yet occurred. Despite the plaintiff’s defense, on
or about June 25, 1998, the defendant was able to obtain a

prejudgnment wit of attachment in the Merced Litigation against

the remaining three lots in Phase | and all of the Phase Il |ots$.

On or about Septenmber 9, 1998, the plaintiff and defendant
agreed to a settlenment of the Merced Litigation. The terns wer{
as follows:

1. The defendant would receive a stipul ated judgnent

against the plaintiff in the anount of $598, 000. 00,
which would not be filed or recorded before Decenber 9

1998.

2. The defendant woul d execute and deliver to the
plaintiff a new note secured by a deed of trust on
Phase 1l in the ambunt of $598, 000. 00, due and payabl ¢

on Decenber 9, 1998. These i nstrunents were execut ed
by the plaintiff and delivered to the defendant. The
deed of trust was recorded on Novenber 10, 1998.

3. If the plaintiff paid $598,000.00 to the defendant on
or before Decenber 9, 1998, the Merced Litigation woul
be di sm ssed, the note returned to the plaintiff, and

Menor andum Deci si on
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t he deed of trust reconveyed.?

4. Alternatively, if the plaintiff paid the defendant
$350, 000. 00 on or before Decenber 8, 1998, the Merced
Litigation would be dism ssed, the note’'s maturity
T 8174.000. 00 'The balance woul'd Goniinue 1o be
secured by the deed of trust.

The settlement docunmentation did not explain the interplay
bet ween the $598, 000. 00 secured note and the judgnment in the
event the plaintiff neither paid $598, 000.00 by December 9 nor
pai d $350, 000. 00 by Decenber 8. Were the judgnent and the
secured note alternative renmedies, permtting the defendant to
ei ther obtain and enforce the judgnent or to satisfy the note Dby
forecl osure of Phase I1? Wre the note and deed of trust to be
“traded” for the judgnent entered on or after December 9? O W
the defendant first required to proceed against the Phase Il | of
under the rights granted it by the deed of trust and then sati si
any deficiency by enforcing the judgnment? The settlenent
docunent ati on does not answer these questions.

And, of course, the parties do not agree on the answers to
t hese questions. John C. WIllianms, the controlling sharehol der

of the plaintiff’s corporate general partner, maintains that if

the plaintiff did not make the paynent due under the note by

Decenmber 9, 1998, the defendant herein would be required to firs

use the deed of trust to foreclose upon the Phase Il |ots.

2 While the Stipulation for Settlenent executed by the parties does

not expressly contain these provisions, paynent in full would necessarily
require dism ssal of the lawsuit, return of the note, and reconveyance of the
deed of trust. It appears that the parties contenplated the plaintiff would
el ect to pay $350,000.00 on before Decenber 8 rather than $598, 000. 00 on or
bef ore Decenber 9.
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According to Charles MElvany, the parties neither
contenpl ated nor intended that the defendant woul d forecl ose up
t he deed of trust. Rather, he asserts that the defendant
received the deed of trust “purely for defensive purposes.” Thi
is, the deed of trust was recorded to ensure that, if the
plaintiff was able borrow agai nst the Phase Il |ots between the
date of the settlenent, Septenber 9, and date the $350, 000. 00 w4
payabl e, Decenber 8, or the date the $598, 000. 00 was payabl e,
Decenber 9, the | ender would not permt the plaintiff to use thg
| oan proceeds without first paying the defendant. According to
M. MElvany, if not tinely paid $350,000.00 or $580, 000. 00, hi:
conpany would be free to obtain and enforce the judgnent.

The plaintiff paid neither amount but it was negotiating
wi th Washi ngton Mutual to obtain a |loan to pay the defendant.
The plaintiff offered to pay the defendant for an extension of
time. The offer was rejected.

Therefore, on Decenber 9, 1998, the defendant obtained the
j udgnent and recorded abstracts of it. As a result, the

plaintiff contends that it was unable to obtain construction

financing for Phase |l because title to the remaini ng Phase |
lots and all of the Phase Il |ots was clouded by the recorded
abstracts.

The defendant never attenpted to exercise any renedies
granted to it by the deed of trust. Instead, the defendant begd
to enforce the judgnent. On Decenber 22, 1998, it obtained a

writ of execution and levied it on the Phase Il |ots. The
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def endant al so made a demand on the escrow of a home sale in
Phase | and coll ected approximately $9,558.81. Finally, it filg¢
a notion in Merced County Superior Court for a charging order
against J.C. WIllians Conpany’'s partnership interest in another
partnership, Charleston Place. The charging order was issued ol
February 26, 1999, over the objection of J.C. WIIlians Conpany.
J.C. WIlianms Conpany nmade the objection on its own behal f rat hg
t han on behalf of the plaintiff. [Its objection was based on t h{
one formof action rule of Cal. Civ. Pro. Code § 726. The Merc¢
County Superior Court overruled the objection and issued the
chargi ng order.

On July 21, 1999, to avoid an execution sale of the |ots,
the plaintiff filed a petition under chapter 11 of the bankrupt(
code and soon thereafter commenced this adversary proceedi ng.
The court construes the conplaint as a request for a judgnent
declaring that the defendant has, by virtue of Cal. Civ. Pro.
Code 8 726, waived not only its lien on the Phase Il lots,
whet her created by the deed of trust or the judgnment, but its
underlying claimas well. The plaintiff asks that the
def endant’ s cl ai m be di sall owed under 11 U S.C. 8§ 502, or,
alternatively, that it be subordinated pursuant to 11 U S.C. §
510(c).

I

The plaintiff has nmoved for summary judgnment. The def endarn

not only opposes the notion but also requests that this court

abstain fromconsidering the clainms stated in the conplaint. 11}
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the alternative, the defendant asks that summary judgnent be
entered it its favor.
111
A

There is a prelimnary issue. The defendant has not filed
proof of claim WIIl this have any inpact on the court’s
jurisdiction or the resolution of the defendant’s notion for
abstention?

A secured creditor is not required to file a proof of clair
And if it chooses to not file a claim its lien will pass throug
t he bankruptcy and remain in place. See e.qg., Matter of Tarnow

749 F.2d 464, 465 (7" Cir. 1984). \Wile the debtor’s liability

for the secured creditor’s claimw Il be discharged and the
creditor will not receive a dividend fromthe estate, its lien
wi Il be unaffected by the bankruptcy. 11 U.S.C. 8§ 506(d)(2) &
1141(d) (1) (A)(i). Only the automatic stay of 11 U.S.C. 8 362(a
w |l suspend such a creditor’s right to foreclose upon its

security. See Matter of Penrod, 50 F.3d 459, 461-464 (7" Cir.

1995); In re Thonmas, 883 F.2d 991, 998 (11" Cir. 1989), cert.

deni ed, 597 U. S. 1007 (1990) (confirmation of a plan cannot
extinguish a lien for which no proof of claimwas filed); In re

Bisch, 159 B.R 546, 549 (B.A. P. 9" Cir. 1993); In re Wrk, 58

B.R 868, 873 (Bankr. D. Ore. 1986).
A debtor, however, is not w thout recourse when confronted
with a secured creditor intent upon boycotting the bankruptcy

case. “A secured creditor may be dragged into the bankruptcy

Menor andum Deci si on
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involuntarily, because the trustee or debtor (if there is no
trustee), or soneone who mi ght be liable to the secured creditol

and therefore has an interest in maxim zing the creditor’s

recovery, may file a claimon the creditor’s behalf.” Matter of

Penrod, 50 F.3d at 462. See also 11 U.S.C. 8§ 501(b) and (c);
Fed. R. Bankr. P. 3004 and 3005. Indeed, all a chapter 11 debtor
need do i s schedule the secured creditor’s claimas |iquidated,
undi sput ed, and nonconti ngent, and the creditor’s claimwll| be
“deened filed.” 11 U.S.C. § 1111(a).

The plaintiff’s schedules |list the defendant’s claim as
“di sputed.” Consequently, the claimof the defendant is not

deenmed filed. 11 U S.C. 8 1111(a). The |last date for non-

governnmental creditors to file a proof of claimin this case was

November 12, 1999. The defendant did not file a proof of claim
before or after this deadline. Nor did the plaintiff or a
guarantor, surety, indorser, or other codebtor liable to the
defendant with the plaintiff, such as the plaintiff’s general
partner, file a proof claimon behalf of the defendant. The ti1
to do so expired on Decenber 12, 1999. See Fed. R Bankr.P. 3004
and 3005.

Because no proof of claimhas been filed by or on behalf of
t he defendant, the plaintiff will be unable to provide for the
defendant’s claimin its plan or abrogate, extinguish, or nodif\
the defendant’s lien or security interest through the bankruptcy
reorgani zati on process. Accord In re Penrod, 50 F.3d at 462-63

In re Thomas, 883 F.2d at 998; In re Aldernman, 150 B. R 246, 25
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53 (Bankr. D. Mont. 1993). The consequence of this concl usion
the court’s jurisdiction and the defendant’s notion for
abstention is discussed bel ow.

B

The defendant asks the court to abstain fromhearing this
adversary proceeding. Abstention may be either perm ssive or
mandat ory. The bankruptcy court may abstain from hearing a
proceeding “arising under title 11, or arising in or related to
case under title 11.” 28 U.S.C. 8§ 1334(c)(1). The bankruptcy
court is required to abstain from hearing “a proceedi ng based
upon a State law claimor State | aw cause of action, related to
case under title 11 but not arising under title 11 or arising il
a case under title 11" unless there is another basis for federal
jurisdiction or the matter cannot be tinely adjudicated in stat¢
court. 28 U.S.C. 8§ 1334(c)(2).

The bankruptcy court is not required to abstain unless the
proceeding is nerely “related to” a case under title 11.
CGenerally speaking, related proceedi ngs concern causes of acti ol
that are owned by the debtor at the tinme the petition is filed
and that beconme part of the estate pursuant to 11 U S.C. 8§
541(a). They also include those civil proceedings that “take
pl ace between third parties, such as a suit between a creditor
and a guarantor of a debtor’s obligation.” 1 Lawence P. King,

et al., Collier on Bankruptcy, “Jurisdiction and Powers of the

Court,” T 3.05[2], p. 3-70 (15th ed. rev. Dec. 1999).

The Ninth Circuit has concluded that a “rel ated” proceedi ng

Menor andum Deci si on
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is largely synonynous with a “non-core” proceeding. See Benedol

Corporation v. Conejo Enterprises, Inc. (In re Conejo

Enterprises, Inc.), 71 F.3d 1460, 1464, n.3 (9" Cir. 1995). A

non-core proceedi ng “‘does not invoke a substantive right creat:¢
by the federal bankruptcy law and is one that could exist outsi
of bankruptcy. . . .7 Miitland v. Mtchell (In re Harris Pine

MIls), 44 F.3d 1431, 1435 (9" Cir. 1995) (quoting In re Wod,

825 F.2d 90, 96-97 (5" Cir. 1987)).

Facially, the conplaint seens to be nore than just rel ated
to this bankruptcy. The conplaint purports to state clains undg
sections 502, 510, and 544 of the bankruptcy code. In other
words, the conplaint asserts clainms that are not subject to
mandat ory abstention because they either “arise in” or “arise
under” the bankruptcy code. Proceedings arising under title 11
“involve a cause of action created or determ ned by a statutory
provision of title 11.” 1d. Proceedings arising in title 11
refer “to those ‘admnistrative’ matters that arise solely in
bankruptcy cases. . . . [They] are not based on any right
expressly created by title 11, but neverthel ess, would have no
exi stence outside of the bankruptcy.” 1d.

Cl oser scrutiny, however, is warranted. As noted above, tH

def endant has not filed a proof of claimin this chapter 11 case.

Consequently, there is no proof of claimto disallow pursuant t
11 U.S.C. §8 502 or to subordinate pursuant to 11 U.S.C. 8§ 510.
Nor does the conplaint state a claimfor relief under 11 U S.C

544, It does not assert that any pre-petition transfer is

Menor andum Deci si on
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avoi dabl e under any of the powers granted to the debtor in
possessi on by section 544(a). Nor does the conplaint allege ths
a pre-petition transfer could be avoided by an actual unsecured
creditor under applicable non-bankruptcy |aw as permtted by
section 544(b).

| nstead, the conplaint asserts that the defendant viol ated
one of California s anti-deficiency |laws and thereby extingui shy
its debt, its security interest, or both. This claimcould havge
been mai ntained in state court whether or not this bankruptcy
case had been filed. This proceeding is, therefore, nmerely
related to this bankruptcy case.

Thi s does not nean, as argued by the defendant, that this
court is without subject matter jurisdiction. This court has
jurisdiction over this adversary proceeding by virtue of 28
U S.C. 8 1334(b), which provides:

(b) Notw thstanding any Act of Congress that confers

exclusive jurisdiction on a court or courts other than the

district courts, the district courts shall have original by

not exclusive jurisdiction of all civil proceedings .

related to cases under title 11.

The jurisdiction of the district court is referred to the
bankruptcy court by 28 U.S.C. 8§ 157(a) and a general order of tl
District Court for the Eastern District of California.

The bankruptcy court has jurisdiction over a rel ated
proceedi ng when “the outcome of that proceeding could concei vabl
have any effect on the estate being adm nistered in bankruptcy.’
Pacor, Inc. v. Higgins, 743 F.2d 984, 994 (3@ Cir. 1984). See
also, Inre Feitz, 852 F.2d 455, 457 (9" Cir. 1988).
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Even though the plaintiff’s reorganization plan will be
unable to nodify the defendant’s claimand |ien because of the
absence of a proof of claim the adjudication of the conplaint i
central to this reorganization. Confirmation of a reorganizati
plan will be determ ned in part by whether it is feasible. See
11 U.S.C. § 1129(a)(11l). Feasibility hinges on the debtor’'s
financial ability to pay its debts whether or not those debts ai
restructured by the reorgani zation plan. The defendant’s
di sputed debt is approxi mately $600, 000. 00. The val ue of the
Phase Il lots encunmbered by its lien is approxi mately
$650, 000. 00. The plaintiff’s liability for this debt and the
validity of the defendant’s judicial |ien and deed of trust are
obvi ously central to any plan’s feasibility, particularly one
based on the plaintiff’'s ability to sell the Phase Il |ots.
Therefore, the court has subject matter jurisdiction over the
conpl ai nt.

But must the court abstain? This discussion began with thi
question. Because this proceeding is nerely related to the
bankruptcy case, section 1334(c)(2) seem ngly requires
abstention. The court, however, concludes that abstention is n
requi red because the proceedi ng cannot be tinely adjudicated in
state court. The dispute between these parties is not franed il
any pendi ng state court proceeding. A trial is scheduled to be
heard in this court in approximtely two nonths. Resolution of
the dispute by this court will be nore tinely, particularly whel

one consi ders that no reorgani zation plan can be confirmed until

Menor andum Deci si on
99- 93271/ 99-9129
Page 13

Dt




o 00 ~N O O A WD =

N NN N N N N NN R B R R R R R R R
®w N o O R W N B O © 0N O O M W N B O

this dispute is resolved.

Nor is perm ssive abstention under section 1334(c)(1)
appropriate. The Ninth Circuit has pronul gated twel ve non-
exclusive factors for the court to consider in deciding whether
to abstain under section 1334(c)(1). These factors are: “‘(1)
the effect or lack thereof on the efficient adm nistration of tI
estate if a Court recommends abstention, (2) the extent to whicl
state | aw i ssues predom nate over bankruptcy issues, (3) the
difficulty or unsettled nature of the applicable law, (4) the
presence of a related proceedi ng comenced in state court or
ot her nonbankruptcy court, (5) the jurisdictional basis, if any
other than 28 U.S.C. 8§ 1334, (6) the degree of rel atedness or
renot eness of the proceeding to the main bankruptcy case, (7) tl
substance rather than form of an asserted ‘core’ proceeding, (8
the feasibility of severing state |law clains from core bankrupt
matters to allow judgnments to be entered in state court with
enforcenent left to the bankruptcy court, (9) the burden of [th¢
bankruptcy court’s] docket, (10) the likelihood that the
commencenent of the proceeding in bankruptcy court involves forl
shoppi ng by one of the parties, (11) the existence of a right t
a jury trial, and (12) the presence in the proceedi ng of

1"

nondebt or parties. East port Association v. City of Los Angel«

A\1”4

um

(In re Eastport Association), 935 F.2d 1071, 1075-76 (9" Cir.

1991) (quoting Christensen v. Tucson Estates, Inc. (In re Tucsol

Estates, Inc.), 912 F.2d 1162, 1166-67 (9" Cir. 1990)).

The first and sixth factors strongly favor this court’s
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resol ution of the dispute. The determ nation of the validity of
the defendant’s debt and lien or security interest is central t
this reorgani zation process. While this dispute primarily
inmplicates state law, the third, fourth, fifth, seventh, eighth
ninth, tenth, eleventh, and twelfth factors do not significantl)
enter into the calculus, particularly when one considers that a
trial is set to be heard in this court in |ess than two nonths.
The notion for abstention will be deni ed.
C
A nmotion for summary judgnment may be granted if the
pl eadi ngs, depositions, answers to interrogatories, and
adm ssions on file, together with affidavits, if any, show that
there is no genuine issue as to any material fact and that the
nmoving party is entitled to a judgnent as a matter of |aw.
Fed. R. Civ.P. 56(c) as incorporated by Fed. R Bankr.P. 7056.
1
As al ready noted above, because no proof of claimhas been
filed by or on behalf of the defendant, no objection to the prog
of claimis possible. There is no need to object to a proof of
claimthat has not been filed. Judgnment will be entered for thg
def endant on the claimfor relief pursuant to 11 U S.C. § 502.
2
Simlarly, judgnment must be entered for the defendant on tHh
plaintiff’s request to subordinate the defendant’s cl ai m pursual
to 11 U. S.C. 8 510(c). Section 510(c)(1) permts this court,

“under principles of equitable subordination, [to] subordinate
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for purposes of distribution all or part of an allowed claimto
all or part of another allowed claim . . .7 Section 510(c)(2)
al so permts the court to “order any lien securing such a
subordi nated claimbe transferred to the estate.”

A predicate to relief under section 510(c), then, is an
allowed claim To have an allowed claim the defendant’s claim
must have been schedul ed as undi sputed, |iquidated, and non-
contingent by the debtor or a proof of claimnust have been fil{
by or on behalf of the creditor. 11 U S.C. 88 501(a) & 1111(a)
The defendant’s claimwas schedul ed as di sputed and no proof of
claimhas been filed. Thus, there is nothing to subordinate.

3

The first cause of action, ostensibly based on 11 U S.C. 8§
544, reads in part:

11. Meadowbr ook disputes that Defendant has any lien
agai nst the assets of Meadowbrook by virtue of its violatigd
of the one action rule as provided by 8726 of the Californ
Code of Civil Procedure, due to its actions and exercise of
post judgnment renedies.

12. By virtue of the anti-deficiency provision of sai
8726, Defendant has waived its lien or security interest o
the real property of Meadowbrook and has waived its claim
agai nst the estate.

As noted above, this claimfor relief has nothing whatever to d
with section 544. It contains no allegations to the effect that
a pre-petition transfer is avoidable by a hypothetical judicial

l'ien creditor (section 544(a)(1l)), a hypothetical creditor with

writ of execution returned unsatisfied (section 544(a)(2)), a

hypot heti cal bona fide purchaser of real property (section
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544(a)(3)), or an actual unsecured creditor (section 544(b)).
This claimfor relief is nothing nore than a request for
decl aratory relief and for cancellation of instruments. This
claimis governed solely by California |law and coul d have been
mai ntained in a California court whether or not this bankruptcy
case had been filed by the plaintiff.
G ven the failure of the stipulation for settlenent to

explain the interplay between the judgnment and the $598, 000. 00

note and deed of trust, and given the differing understandi ngs
the parties as to how the deed of trust was to be enforced, if {
all, the court concludes that there is a genuine issue of
mat eri al fact that precludes entry of a judgnent on this
controversy without a trial.
11

For the reasons expl ai ned above, the court will not abstair

It will grant summary judgnent in favor of the defendant on the

clainms for relief based upon 11 U. S.C. 88 502, 510, and 544.
However, the court construes the conplaint to request a
decl aration of rights of the parties with respect to the judgnel

and the $598, 000. 00 note and the deed of trust securing that

note. The court cannot declare the rights of the parties becaus

there are material disputed facts. A trial is necessary.
Dat ed:
By the Court
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M chael S. MManus
United States Bankruptcy Judge




