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DEBTORS 

MEMORANDUM OPINION RE AMENDED MOTION TO DISMISS OR CONVERT 
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An evidentiary hearing on the amended motion to dismiss or 
convert filed by First National Bank of O'Neill, Nebraska, was 
held on February 12, 1987. Appearing on behalf of the movant was 
Victor Covalt of Lincoln, Nebraska. Appearing on behalf of the 
debtors was Marion Pruss of Omaha, Nebraska. 

Facts 

1. Debtors are farmers residing near Ewing, Nebraska, 
operating a dairy and hog operation. Debtors commenced this 
proceeding under Chapter 12 of Title 11 on December 9, 1986, by 
filing a voluntary petition with this Court. 

2. Bank is a secured creditor with nine claims allegedly 
aggregating $258,731.77 which, for the purposes of this hearing ie 
acknowledged by the debtors, are secured by security interests in 
farm equipment, farm products, crops and livestock plus real 
estate. \ 

3. rn September of 1986 the debtors liquidated their dairy 
cattle, upon which the bank claims a lien, and used the proceeds 
to purchase new cattle. The sale of the dairy cattle was 
necessary because of an outbreak of mastitis and milk quality 
problems. The number of head of dairy cattle repurchased with the 
proceeds of the original herd was far fewer than the original 
herd. No notice of the sale and replacement was given to the 
bank. 

4. In anticipation of obtaining an FmHA guaranteed loan 
through the bank to replace a mortgage loan the bank had provided, 
the debtors delivered to the bank a financial statement which did 
not accurately reflect either their assets or their liabilities as 
of October 29, 1986. Evidence of the debtors is that the assets 
were overstated because the purpose of the financial statement was 
to show the financial status of the debtors as of a date six weeks 
following the date the financial statement was submitted. In 
other words, the debtors claim that they showed the number of hogs 



-

- 2 -

they woul d ha ve on hand in early December becaus e tha t was t he 
da te that the FmHA gua ran t y paperwork wou l d be c omplete d . They 
f aile d to l i st a l l of t heir liabi liti e s, i nc lud i ng a n mber o f 
leas e c l aims t o va rious c attle, e i ther throug h o ve rsight or 
bec a use they d i d n ' t th i nk the leases were liabi li t i e s . The bank 
did not use t he fi n a nci al s t ate ment fo r a ny purpose other t ha n 
making a dec i sion to terminate t he bank ing r ela t ion s h i p wi t h the 
debtors. 

The bank had k nowled ge from t he i r previous fina nc i n g and t he 
i nvestiga t i ons done wi th regard to the a ctual l i abili tie s o f t h 
d ebto r s that t h e debtors owed far more mo ne y than t hey h a d l i s ted 
on the October 29 fi nanc i al statement . 

Rather than asking the debtors t o e xplain the disc r epa cies 
o n the October 2 9 , 1 986, financ ial stat emen t , the ba n k offic ers , 
bot h of whom we r e new t o t his parti cul ar l oan , simply a ssumed tha t 
t he debtors were l y i ng to the bank and put into act i o n a plan t o 
take a physical count of the l i ves t ock without the knowledg e of 
t he deb t ors and t hen to br ing a l a wsu i t f o r r eplev in of t h e 
a s sets. To pa r a phrase t h e t es t imony o f one bank of f icer, o nce he 
discovere d f rom cre di t i nq u iries that t he l iabi l itie s we r e 
s i g n ificant l y diffe rent than the amounts p l a c e d u po n the fi nancia l 
s t a t e me nt, h e i mmed iate l y l o s t t rust i n t h e debtors and went to 
o t h€-r ba nk o f f icer s to g e t a dete r minat ion by the o f fice r s as to 
t he ma n ner i n whic h t o p r oceed. 

5. On more tha n o n e o c c a sion in the f a l l o f 1 986 the ban. 
o f fic e r s came upo n the premises of the de btor a nd attempted to 
c oun t the l i ves t o c k . What a ctua lly transpired and the 
c o nversa t ions t hat a c tua lly t ook p l a c e are ve ry muc h i n di s put e i n 
t he evi dence . The bank cla ims the debtor admitted to a ce r ta i n 
number of ca ttle being owne d and signed a sta teme n t t o t hat 
effect. The deb tor a dmits he signed a s ta t ement but cla ims tha t \ 
h e d idn 't read i t and t hat he d id not eve r own as ma ny catt l e as 
a r e listed o n the statement . Hi s t estimony i s b a cked up by t h e 
t es t i mony of the "h i red man", Mr . Lange . Appa rent l y the ban k 
o f f icers d i d n o t discuss t he numbe r o f c a tt l e or pigs with Mr . 
Lange , the pers o n r e s po n s i ble for c ar i ng for t h e live sto ck. His 
t estimony , which i s be lieved b y this Cour t , i s tha t the numbers o f 
he a d o f cattle t ha t t he b a nk be lieves existed a nd d isappe a red is 
erroneous . He testi f i e d t hat ther e wa s no more t han 2 4 head o f 
Simme n t a l catt l e and tha t even tho ugh t he bank th i nks t here were 
32 hea d , t he bank wa s wrong. 

6. The ba nk compla i ns that sever al hundred h e a d o f hog s h a v e 
disappeare d j u st prior to t he bankrup t c y f i ling . However, t h ey 
at t e mpt to prov e t hat by using the numbers on t h e Octobe r 29, 
19 8 6, f i nanci a l s t ate ment t hat t h e y know is wr ong. Mr . Ba r low 
sat i s fac t or i l y exp l a ine d t he reason for the numbe rs o n the Oc t obe r 
29, 1986, f i na ncia l s t atement and Mr . Lange , whose t e s t imo ny was 
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not impeached or cont r adicted in any way, tes t i f ied that the 
number of hogs the bank thinks existed and di sappe ared did not 
e xist a nd could not have disappeared without his knowledge. 

7. The bank f i led a replevin action i n State District Court 
in la t e November of 1986 a nd- served an order upon t he debtors 
proh i biting the ir use of the. :collatera l pending a hearing on 
possession schedule d f o r Dece mber 9, 1986. In spite of that, the 
debtors transferred grain to t wo creditors, one in payment of a 
debt owed to the cred itor as a custom harvester and the second a 
payment to the only creditor t hat was supplying feed supplements 
to t he debtors. This creditor had a three-way agreement with t he 
bank and t he debt ors u nd e r which he had previously suppl ied feed 
supplemen t s, t h e debtors had signed note s and the bank had made 
payments. As a result of t he bank "losing trust" in the deb t ors, 
the bank re f used to honor its a g reement and, although the creditor 
had provided the feed supplements which benefited the bank to the 
exten t t hat the pigs remained a live, the bank would not pay . I n 
o rder t o cont i nue to obtain feed supplements, Mr. Bar low traded 
the gra i n t o t he suppl i er so t ha t the suppl i er would continue to 
provide f eed suppleme nt pending t he final possession heari ng on 
December 9, 1986. He also r e ceived from the supplier some cash 
wh i ch he used to pay the hired man and for living expenses. 

8. The debtor~ fa i led to l i st on the ir bankruptcy schedules 
any of the above t r ansac t ions, but did admi t most at t he first 
meeting o f credi tors and at a deposition t aken pursuant to a 
vol untary agreemen t by t he parties . 

J ust pr ior to f iling ba nkru ptcy, t h e debtor s also sol d s ome 
pigs, did not turn t he proceeds over to the bank and u sed the 
proceeds for livi ng e xpenses and operat i ng expense s. Furt her, the 
debtors, a fter selling certain pigs , probably contrary to the 
o r der of t he State Di strict Court , obtained a check for the 
proceeds wh i ch named t he bank a s wel l a s t he debtors as payees. 
They t urned t hat c h e ck ove r to a nother cred i t or o n some type of 
"securi t y 11 t heory and thi s th ird cred itor l oaned t hem suffic ' ent 
money to make a down payment on t he a ttorne y fee s required by the 
attor ney employed to file t h e Chapter 12 bankruptcy proceeding . 
Even t ua lly, the check with the bank ' s name on it was returned to 
the ba nk and applied to the debt. 

I ssue 

Have the debtors acted fraudulent ly or grossly mismanaged the 
estate e ither b e fore or a fter the f i ling of t he bankruptcy to the 
e xtent tha t the case should ei t her be dismi s sed or converte d to a 
Chapte r 7 pu r sua nt to §§1 204 or 1 208 of the Bankruptcy Code? 
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Dec i sion 

The a ct i ons by the debtors were not i ntended to defra ud the 
bank, did not d e fraud t he bank, have not yet harmed the b ank and , 
in most cases , were ne cessary t o preserv e t he operation of the 
fa r ming e nt ity pendi ng ei ther the State Court replevi n he ar ing or 
the bankr u p tcy hear ings. Therefore, the motion to dismiss or 
c o nvert is overr u led 4 

Conclus i o ns of Law and Discus s i on 

Thi s motion was brought purs uant to 11 U.S.C. §120 4 ( a ) whi c h 
p ro i des that "on r e quest o f a party in inter e s t, and af t e r not i c e 
a nd a hear i ng , the Court sha ll o r d er that the debtor s ha l l no t be 
a debtor- i n-possession f or cause, i ncl uding fraud, d i shones t y , 
incompe tence , o r gross mi smanagemen t of the affa i rs of the debtor, 
ei t her befor e o r a f ter the c omme nce ment of t he c ase. " In 
add i t ion, the moving party has b rough t t hi s ac tion based upon 11 
u.s .c. §1 20 8 (d) whi ch prov i des t hat "on r eques t of a party in 
i n t e rest, and af ter notice and a hea r ing , the c our t may d ismis s a 
case under this chapter or convert a case unde r t his chapt e r to a 
c a se unde r Cha p ter 7 of this Ti t le upon a s howi ng t ha t the debtor 
has commit ted fraud i n connect i on wi th the c ase. " 

There are no r epor t e d cases upo~ -wh i ch e ither the parti e s or 
t h e Cour t c an r e ly which i n t e r pr e t t hese n ew s ta t u t o r y sec tion s. 
Since th i s c ase i s an ongo i ng o ne and wil l b e involv e d in many 
fu tu r e ev i dentia ry hea r ings, i f i ts short hi s t o ry c an be u s ed t o 
judge the future , t his Court i s no t goi ng t o do a deta il ed 
analysi s of the requi rements unde r t he two sta tu tor y s e c tions. 
Howeve r, it appears to the Cour t , based u pon t he evi d e nce t ha t has 
be en presented and the facts as ou t l ined above , that the debtors 
have main l y done wha t has b e en necessary t o keep t he operation 
al i~e after t he ir operating l e nder made a bus iness decision to 
stop funding the ope ration. 

This Court does not believe t hat t he sale o f dairy ca ttle in 
Se ptembe r whi c h were d iseased a nd did not prov i de qua l ity mi l k, 
was outside the ordinary cours e o f bus i ne ss. The debtors had a 
d a iry cattle business. They had milk a ss i g nmen t s and cash flow 
need s. The l i quidat i on o f a herd wh i c h was no t providing adequate 
qua l ity or quan t i ty of mi lk and t he replacement of it by a smaller 
herd which wa s i n t e nded t o provide a ppropriate quali ty and 
quant i t y of milk t o s atisfy t he c ash f low needs , is not outs ide 
the ordina ry course of business. Th e re st i ll r emain s a q uestion f 
wh ich even tua lly wi ll be r e solved in thi s case , as t o whethe r or 
not the bank had a li e n on the da iry he r d in September o f 1986. 

The debtors adequately e xpla i ned the purpos e o f the fi nanci a l 
state men t on Octobe r 29 of 1986 and the banker d idn' t expla in why 
h e asked no ques tions of t he debto r c oncern i ng the o bv i ous 
disc r epa nci e s o f t he financial s tate men t . 
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The s e rious matters r elate to the use o f colla t eral after 
receivi ng a court order from a State District Judge. However, it 
appe ars f rom the evidence that the use of t hat collateral was to 
maintain o ther c ollateral. Grain was traded to the feed supplier. 
Without the trade, the debt ors had no money to pay for f eed. 
Without paying fo r f eed, t he debtors believed that the hogs would 
not make it t o December 9, the date of the hear i ng on possession. 
The bank does not d isagre e that the hogs had to be fed and that 
t he ba nk wasn't going to pay f or the feed . Therefore , there is 
nothing fraudulent about this activity, eve n though it is in 
direct v iolation of a State Court order. This Court believes the 
State Court Judge would have permi tted the use of the grain to 
obtain feed pending the hea r ing. 

Tra ding grain to a custom operator to convince the cus t om 
operator to continue the harvest i s not f raudulent a nd does not 
harm the creditor. Somebody had to harvest the crop. The custom 
farme r's l ien would l ikely come ahead of the blanke t lien of the 
bank anyway. If the bank d i sputes thi s legal ana l ysis, it has the 
opportuni t y to br i ng an act ion to de t ermine the validi t y of t he 
lien and t o se t aside t he payment. 

I t is obv ious to the Court that the debtor has not been 
completely honest with the bank. The debtor has conveniently 
found explanations f or providing erroneous information_co t e bank 
on a f inanc ial statement, has sold e ither his own cat tle in the 
name of someone else or someone else's cattle in his name and 
hasn't bothered t o explain to his wife exactly how the t ransaction 
worked . The explana tio that Mr. and Mrs. Bar l ow gave to the 
Court concern ing the c attle s ales a nd payments t o Mr. Thie l e, a re 
scramb led, unin tel l igibl e a nd u nbe lievable. However , those 
matters do not g o to t he issues t he bank has rai sed. Delivering a 
check with the ba nk named as payee to a third creditor benefited 
no one a nd harmed t he\bank by putting s ome of its collateral out 
of its rea ch f or a short t ime. However , such a c tion does not 
arise to t he level of fraud o r gross mi smanagement necessary for a 
di smissal or convers i on of this case . 

This Court concludes that the facts as found by this Court 
are not facts under which this Court will find fraudulent activity 
by the debtors. Much of the "fact s" that the bank believes are 
speculation. Much of the problem here was caus ed by miscommun­
icati on or noncornmunication between the parties , failure to live 
up t o f inancing agreements on both s i d e s, and the absolute 
necessity to kee p livestock al ive f or t he benefit of all parties. 

Th is Court, al though not usually one t o give advi sory 
opinions , fe e ls t ha t it i s a ppropr i ate t o g i ve one at thi s time. 
The posture of the ma jor s e cur e d creditor as it is and t he posture 
of the debtors l ooking t o the month o f March and t he fu ture 
without decent hog f acil'tie s , and t he need to review t he cash 
col l a t e ral order i n a very short time , t he various disputes 
pe nding between cre d i tors wi th r e gard to t he validi ty a d extent 
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o f secur i ty i nterests , in the short time limits tha t this Court 
has in a Chapt er 12 case, it appears to this Co urt t hat th i s case 
wou l d be much bet er off in a Chapter 11. Neithe r the par t ies nor 
the Court have t he t ime, let a lone the energy, to hold full 
evi dentiary hearings on a monthly basis in this case with regard 
to ,a ll of the issues that have been r aised by this c redi t or nd 
now by another creditor . This Court i s tempted, but has overco me 
the t emptation, to sugges t that this c a se would be dismissed 
u n less c onverted to a Chapter 11 wi thin a certa i n amount 6~ time . 
Howeve r , wi t h the facts as t he Court has found the m, it cannot i n 
go od conscience find s pe cif i c grounds f or maki ng such a rul i n g. 

The motion of the creditor to conver t or dismiss is 
overruled . Separate Journa l Entry shall be e nte red. 

DATED: February 26, 1987. 

BY THE COURT: 

~ Copies mailed to: 

Vi ctor Coval t , Attorney, 1500 American Charte r Center , 206 Sou th 
13th Stree t , Lincoln, NE 6850 8 

Marion Pruss, Attorney, 11213 Da venport Str e e t , Suite 200, Omaha, 
NE 681 5 4 


