I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: ) I n Proceedi ngs
) Under Chapter 7
ALPHA CENTER, | NC., )
) No. BK 92-41499
Debt or . )
)
CHARLES E. JONES, Trustee, )
)
Plaintiff, )
Count er - Def endant, )
)
V. ) ADVERSARY NO. 93-4063
)
DELTA CENTER, | NC., )
)
Def endant , )
Counter-Plaintiff. )

Prior toits Chapter 7 bankruptcy filing, debtor Al pha Center,
I nc. ("Alpha"), anot-for-profit corporation, provided nental health
and counseling services to |l owincone individuals in Pulaski and
Al exander counties, Illinois. Al pha ceased operations in June 1992,
and def endant Delta Center, Inc. ("Delta"), becamne t he state-desi gnat ed
agency in place of Al pha to provide such services with state and
federal grant noneys. Delta subsequently obtai ned possession of a 1990
Chevrol et Astro van that had been used by Al pha i n provi di ng grant
services. In addition, Al phatransferredthe sumof $11,927.06 to
Del t a.

Al pha filed for bankruptcy relief in November 1992, and the



t rust ee brought the present acti on agai nst Delta for turnover andto
recover a fraudul ent transfer, allegingthat both the van and t he noney
constitute property of the estate which were inproperly
transferred to Delta. |In response, Delta contends that Al pha held
this property only as an agent or i nternmedi ary for the di sbursal of
grant funds and t hat Al pha had no equitableinterest inthe van or the
funds t hat woul d have becone property of the estate. Delta asserts
that its right to the van and the funds as successor agent for
provi di ng services to grant beneficiaries is superior tothat of the
trustee, requiring that judgnent be entered in its favor.!?

l.

Count | of the trustee' s conpl ai nt seeks turnover of the Chevrol et
Astrovancurrently inDelta' s possession. The van, whichistitledin
the debtor's fornmer name of Pul aski-Al exander Mental Health
Associ ation, Inc., was purchased in 1990 with "start-up" funds provi ded
by the Illinois Departnment of Mental Health and Devel opnent al
Disabilities ("Departnment") for a grant programknown as Communi ty
| nt egrat ed Li ving Arrangenent ("Cl LA"). The C LA programwas | i censed
and funded by the Department to provide group hone housi ng where

nmental |y i npai red persons coul d recei ve services and regainthe ability

The Court took this case under advi senent on the parties'
briefs based upon their representation that the facts had been agreed
upon. The facts are, therefore, undisputed except to the extent
i ndi cat ed.



toliveindependently inthe community. The debtor operated under the
Cl LA programuntil April 1992, when the Departnent canceled its
agreenment with the debtor for failure to perform services.

Sonetinme after June 30, 1992, but before the debtor filedits
bankruptcy petitionin Novenber, the Departnent took t he van whi ch had
been purchased with CILAfunds and reassigned it to Delta. The van has
been i noperable in Delta's possessi on because the notor vehicle
regi stration, whichremainedinthe debtor's nanme until its expiration
i n March 1993, has not been renewed. Thus, in additionto defending
the trustee's conplaint for turnover, Delta has fil ed a countercl aim
requestingthat thetrusteetransfer titletothevansothat it may be
regi stered and |l i censed for use by Delta as a provi der of state funded
ment al health services.

The trust ee seeks turnover of the van pursuant to 11 U. S. C. 8§ 542,
whi ch provi des that an entity in possession, custody, or control of
property of the estate shall deliver such property tothetrustee. See
11 U.S.C. 8§ 542(a).? "Property of the estate"

i s defi ned broadly under t he Code and i ncl udes all | egal and equitabl e
interests of the debtor as of the commencenent of the case. See 11

U S.C §8541(a). Tothe extent a property interest islimtedinthe

2As plaintiff in this turnover action, the trustee has the
initial burden of proving that the property sought is property of the
estate. See Inre Wlliams, 61 B.R 567, 570 (Bankr. N.D. Tex.
1986) .




debt or's hands, however, it isequally limtedinthe hands of the
trustee, as thetrustee acquires only the debtor's rightsin property

prepetition. See In re Southwest Citizens' Org. for Poverty

Elimnation, 91 B.R 278, 286 (Bankr. D. N.J. 1988). Thus, property in

whi ch t he debtor holds only |l egal title and not an equitabl e i nt erest
becones property of the estate only to the extent of the debtor's | egal
title "but not tothe extent of any equitableinterest . . . that the
debtor does not hold."” 11 U.S.C. § 541(d).

Del ta contends that the debtor, as record owner of the van, had
legal titleonly and that the Departnent was entitled, pursuant tothe
restrictions governi ng purchase of the van with grant funds, to recover
t he van once it coul d no | onger be used for grant purposes. Sincethe
trustee's rights are simlarly limted, Delta asserts that the
trustee'sinterest inthevanis subordinatetothe Departnent’'s right
toreassignthevanto Delta for usein providinggrant services. The
trustee counters that the Departnent’'s purportedinterest inthevanis
akin to an equitable or "secret" lien that may be avoided in
bankruptcy. Therefore, the trustee asserts, the van constitutes
property of the estate to be used or sold by the trustee for the
benefit of creditors.

The trustee's right toturnover inthis case depends on whet her
t he van, as property purchased with grant funds, constitutes an asset

of the debtor withinthe trustee's power or whether it belongs tothe



governmental entity that made the grant. Inasimlar caseinvolving

a debtor'sinterest ingrant funds, InreJoliet-WI|l Gounty Gomunity

Action Agency, 847 F.2d 430 (7th Cir. 1988), the Seventh Circuit

anal yzed this questioninlight of the grant agreenents there at i ssue,
exam ni ng the extent of control retained by the grantingentity andthe
debtor-grantee' s roleincarrying out the grant purposes. The court
not ed t hat the grants contai ned specificrestrictions onthe use of
grant funds, leavingtherecipient Iittle discretion. Further, each
grant contai ned a budget setting forth the anounts that coul d be spent
on particular itenms. Inaddition, althoughthe grant recipient had
titleto personal property bought with grant funds, it was requiredto
reconvey such property to t he governnent upon request. Under these
ci rcunmst ances, the court concluded, the grantee's ownership was
"nomnal, likeatrustee's."” 1d. at 432. The grantee was "nerely an
agent for di sbursal of funds bel onging to another” sothat the grant
funds and property bought with themwere not assets of its bankruptcy

est at e. 1d.

In reaching this conclusion, theJoliet-WII| court reasoned from

its previous decisioninPalmter v. Action, Inc., 733 F. 2d 1244 (7th

Cir. 1984) andthe Fifth Circuit case of Henry v. First National Bank,

595 F. 2d 291 (5th G r. 1979), and found t hat t he grant noneys r emai ned
property of the governnent until expended i n accordance with the terns

of the grants. Joliet WIIl, 847 F. 2d 430-433. Wil e the previous




cases had characteri zed t he governnent's i nterest as an "equitable
lien," the court noted that this termwas used in a speci al sense,
"equi valent to beneficial ownership,” and did not render the
governnment' s i nterest an unperfected security interest that coul d be

set aside inbankruptcy. Id. LikeJoliet-WII, bothPalmter and Henry

i nvol ved federal grant prograns that were governed by | egi sl ati on and
ext ensi ve regul ati ons speci fyi ng t he purposes for whi ch the grant funds
could be used. The Henry and Palmter courts refused to allow
garni shnent of accounts containing grant funds, finding

that the United States retai ned an equi tabl e or "reversi onary" interest
inall grant funds and i n property purchased with the funds t hat coul d

no | onger be used for the purposes of the grant. See Palmter, 733 F. 2d

at 1249-50; Henry, 595 F.2d at 308-309.

Applying the test of Joliet-WII tothe facts of the present case,

t he Court finds that the requirenents of the Cl LAgrant governingthe
debt or' s purchase and use of the vanin question renderedthe debtor a
mer e agent, with the Departnment retai ning areversi onary ownership
interest. The debtor's recei pt of grant funds here was gover ned by
extensi ve | egi sl ati on and Departnental rul es, which delineatedthe

pur poses for which the funds coul d be expended. See 210 I LCS 135/ 1et

seq.; 59111. Adm Code, Ch. 1, § 115. In addition, the debtor's Cl LA
agreenment was nade subject tothelllinois Grant Funds Recovery Act

("Act") and the Departnent’'s Rul e 103. Under the Act, the debtor was



requiredtoreturn grant funds t hat were not bei ng spent for program
pur poses, and t he Departnent had specific authority to recover funds
t hat were "being i nproperly hel d" by a grantee. See 30 1LCS 705/ 4(d),
705/6. Wth regard to property purchased with grant funds, the
Departnment's Rul e 103 provi ded t hat t he granti ng of funds for capital
pur chases was "dependent on. . . suchitens [continuing] to be used
for the original purpose of thegrant . . . ." 59 111. Adm Code 8§
103.90(d) (5)(C . The debtor was requiredto make a witten request for
t he purchase of acapital item "item zingthe planned purchase and
pur pose, " and t o obt ai n approval fromthe Departnent that "[specified]
conditions and stipul ati ons for the use of grant funds inthis manner."
59111. Adm Code § 103.90(d)(2-4). Thus, while the debtor heldtitle
tothe van purchasedwith Cl LAfunds, it had very little discretion
concerning its use of the grant funds, and t he Departnent retai ned the
right torecover the van onceit could nolonger be used for program
pur poses.

Because the Departnent’' s interest inthe van under the "equitable

lien" analysis of Joliet-WIl is an ownership interest

and not atraditional lieninterest, it would not be subject tothe

trustee' s power to avoi d unperfected liens under § 544.3% Inacasewth

3Section 544 gives the trustee the powers of a hypothetical lien
creditor to avoid any unperfected security interests in the debtor's
property. See 11 U. S.C. § 544.



simlar facts, Inre Southwest Ctizens' Og. for Poverty Elimnation,

91 B.R 278 (Bankr. D.N.J. 1988), the court found that thetrustee's
rights in vehicles purchased with Head Start program funds were
subordi nate to the governnent' s ri ghts under the grant programwhere
"t he grant agreenents provi ded that the grantee wouldretaintitleto
property purchased with grant funds subject tothe grantor agency's
di scretionary right totransfer title. . . backtothe grantor or to
athirdparty."” Ld. at 286. The court rejected the trustee's argunent
t hat t he governnent was requiredto obtainand file a security interest
inthe vehicles in order to prevail over the trustee's strong arm
powers, ruling that the government had a reversionary ownership
i nterest that superseded the trustee's position as hypothetical lien

creditor. |d. at 287; accord I n re Madi son County Economnmi ¢ Qoportunity

Comm n, 53 B.R 541, 544 (Bankr. S.D. 111. 1985) (court rul ed, based on
Henry, that the governnent's continuinginterest andtight control over
grant funds gave it an equi tabl e, reversionary i nterest that was not
subj ect to avoi dance by the trustee).*?

Al t hough not cited by the trustee, the case of Matter of Community

Associates, Inc., 153 B.R 109 (Bankr. D. Conn. 1993), provi des perhaps

“While the court inln re Caro Area Services for the
Handi capped, 53 B.R 438 (Bankr. E.D. M ch. 1985), comented that the
equi table lien analysis of Madison County would probably not be valid
under the Code, id. at 441, n.4, the court apparently failed to
recogni ze that the "equitable lien" of Henry and Madi son County
ampunted to an ownership, rather than a traditional lien, interest.




the strongest authority for the trustee's position that the
Departnent’'s interest inthe van was subj ect to avoi dance under § 544.

The court there declined to followJoliet-WIl, finding that the

government's restrictions ontransfer were not sufficient torenove
property fromthe debtor's estate. The court observedthat "[t] here
wer e avenues open to the [governnent as granting agency] to use
security agreements or | easing arrangenents to protect itsinterests
[invehicles purchased with grant funds]" and rul ed, accordingly, that

t he governnent' s i nterests were not i mune fromthe § 544 strong arm
powers of the trustee. [d. at 113.

GCommuni ty Associ ates, however, is distingui shabl e fromthe present

caseonits facts. The grants there were provi ded by the United States
Depart ment of Transportation ("DOr") for the sol e purpose of purchasing
vehicles. The grants represented the DOT" s maxi mumcontri butiontothe
debt or' s counseling and trai ning program w th additional costs to be
borne by t he debtor. The court found that t he debtor was not "a nere

. internedi ary who | acked beneficial titletothe assets purchased
with the grants” because the debtor, who heldtitletothe vehicles,
had touseits own funds to mai ntain and insurethe vehicl es and was
"permttedtotransfer title under certain circunstances.” |d. at 112.

Inthis case, the Departnment's restrictions onthe purchase and
use of property within the CI LA programrendered the debtor a nere

agent or internmediary, with the Departnent retaining a benefici al



ownershipinterest inthe van purchased with Cl LAfunds. The debtor
held legal titleonly, subject tothe Departnent’'s right to recover the
van and reassignit toDelta as a provi der of programservices. The
Departnent, therefore, properly transferredthe vanto Delta, andthe
trustee, who acquired only the debtor's interest in property, has no
beneficial interest in the van that woul d support an action for
turnover. The Court, accordingly, finds for Delta and agai nst t he
trustee on Count | of the trustee's conplaint. The Court further
grants therelief sought by Deltainits counterclaimanddirects the
trustee to cause legal title to the van to be transferred to Delta.
1.

Count Il of thetrustee's conplaint seeks to avoid the debtor's
transfer of $11,927.06 to Delta as a fraudul ent transfer under 11
U S . C 8548. Delta asserts that this anmount represents funds fromtwo
grants awarded to the debtor that remai ned unful filled when Al pha
ceased operations in June 1992. These grants, known as the "I nfants
and Toddl ers" and "0O-3 Early I nterventi on" prograns, were funded with
state and federal "pass-through” nmoney fromthe Illinois State Board of
Education ("1 SBE") and t he Depart nent and wer e desi gned t o provi de
servi ces to handi capped chil dren. The contract period for both grants
was from Septenber 1991 through August 1992.

Al pha ceased operati ons on June 30, 1992, and Delta becane t he

i nteri mprovi der of services as of July 1, 1992, for the "Infants and

10



Toddl ers” and "0-3 Early I ntervention” prograns. Duringthisinterim
t he debtor transferred to Delta the sumof $11, 927. 06, representing
anmount s t hat had been prepai d to Al pha under the grant contracts for
the period after June 1992. The $11,927.06 amount consi sted of
$9, 229. 56 recei ved fromt he | SBE and $2, 697. 50 fromt he Depart nment.
VWil ethe | SBEdidnot formally authorize the transfer of control and
fundi ng fromAl phato Delta, the transfer was nade wi t h t he know edge
and i nplicit consent of the programstaff. The Departnent, too, was
awar e of the transfer of programfunds to Delta and acknow edged thi s
transfer ina"facility data base transacti on request” approved in
August 1992 with an effective date of July 1, 1992.

The trust ee seeks to avoi d the debtor's transfer of $11,927.06to
Delta, assertingthat these funds were property of the debtor that were
transferred w t hout consi derati on and whi |l e t he debt or was i nsol vent .
As with the van sought by the trustee in Count I, Delta maintains that
the funds transferred did not constitute property of the debtor because
t hey were hel d by the debtor as atrustee or agent for the di sbursal of
grant funds. Delta asserts that the debtor had nerely al egal interest
inthe $11, 927. 06 of unobl i gated grant funds and that t he | SBE and t he
Depart ment retai ned an equi tabl e ownership interest that all owed t hem
to recover the funds once the debtor was no | onger abl e to provide
grant services and fulfill the purpose for which the grants were nade.

Under 11 U. S.C. 8§ 548(a)(2)(A), the trustee nay avoi d any transfer

11



of "an interest of the debtor in property” made wi t hi n one year of the
debtor's bankruptcy if the debtor received |l ess than reasonably
equi val ent val ue i n exchange for the transfer and was i nsol vent on t he
date of the transfer. The trustee has the burden of proving the
t hreshol d requi renent that the property transferred was property of the
debtor. However, when a transferee alleges that the transferred
property was held intrust by the debtor, the transferee, as proponent
of thetrust, nust identify thetrust res and sufficiently trace any
"trust" property that has been m ngl ed with t he general property of the

debtor. See 4Collier on Bankruptcy, 9§ 541. 13, at 541-76 to 541-77

(15th ed. 1993). Money or funds paid froma conm ngl ed bank account
are presunptively property of the debtor, and the transferee bears the
bur den of overconi ng this presunption by tracingthe noney as trust

assets. Seelnre Sierra Steel, Inc., 96 B.R 271, 274, n.5 (Bankr.

9th Cr. 1989); Inre Dobbs, 115 B. R 258, 271 (Bankr. D. | daho 1990).

Inthis case, thetrustee contends that Delta has failed to show
t hat the noneys transferredto Delta were fromsegregat ed accounts of
t he debtor. Since the debtor had vari ous sources of general funds, the
trustee asserts that it was necessary to keep the "Infants and
Toddl ers™ and "0-3 Early I ntervention" funds i n separate accounts to
establishthat the sums paidtoDeltawereinpressedwithatrust in
favor of the ISBE and the Departnent as granting agenci es. I n

response, Delta concedes that the paynent of $11, 927. 06 to Del ta was

12



made fromt he debtor' s operati ng fund checki ng account rat her than from
separ at e accounts. However, Delta argues that segregation of the grant
funds i nissue was sati sfied by conpliance with federal and state audit
requi rements, which do not require physical segregation.

Delta's position is borne out by the |ISBE s "Suppl ement al
I nstructions and Procedures,"” which provide in pertinent part:

Local . . . agencies nmay not commi ngle Part H
["Infants and Toddl ers"] funds w th other
federal, state or | ocal funds. This requirenent
is satisfiedbythe use of a separate accounting
systemthat includes an "audit trail" of the
expenditure of Part H funds. Separate bank
accounts are not required; the basic requirenment
is to maintain the fiscal identity of these

f unds.

(Enphasi s added.)

The accounting systemrequired by the | SBE to naintain the
identity of the funds was specifiedinthe "Supplenmental Instructions
and Procedures” and in "conplianceinstructions" included as part of
the | SBE grant. Segregation of funds for the Departnent's "0-3 Early
| ntervention" grant was | i kew se satisfied by the accounting "audit
trail" requirenment, and no physical segregation or separate bank
account was required. See Crcular A-110 of the Ofice of Managenent
and Budget, attached to Delta's Suppl enmental Response filed March 9,
1994.

I nthis case, the debtor's conpliance with accounti ng procedures

equi val ent t o segregat ed accounti ng nai ntai ned the identity of the

13



grant funds and was sufficient tosatisfy thetracingrequirenent for
trust property. Although paidfromthe debtor's general account, the
$9, 229. 56 anount and t he $2, 697. 50 anount were sufficiently identified
as | SBE and Departnent grant funds through the "audit trail" accounting
systemenpl oyed by t he debtor. The Court finds, therefore, that Delta
has sustai ned its burden and has overcone t he presunpti on t hat t hese
funds were part of the debtor's general funds.

The Court finds nonerit inthe trustee' s further argunent that
t he grant funds recei ved by t he debt or under t he | SBE and Depart nment
prograns constituted paynents on a contract rather than property held

by the debtor in trust under the Joliet-WII analysis. Both the

"I nfants and Toddl ers" programand the "0-3 Early I ntervention" program
wer e gover ned by | egi sl ati on and regul atory requi rement s speci fying the
pur poses for which these grant funds coul d be spent, and the debtor's
use of programnoney was restricted by detail ed budgeti ng and audi t
requi renments. The grant prograns were, noreover, subject to the
I1l1inois Gant Funds Recovery Act, whi ch provi ded for the return of
grant funds "not expended or | egal |y obligated" by the end of t he grant
agreenent or expiration of the grant period. See 301LCS 705/4(d),
705/5. While, inthis case, the grant funds remai ni ng at t he end of
t he debtor's agreenent were not returned to the granti ng agenci es but
were transferred directly to Delta as successor agency, this transfer

was made with at least the inplicit approval of the | SBE and the

14



Depart nent.

The Court finds, onthese facts, that the debtor held the grant
funds nerely as atrustee or agent for the di sbursal of grant funds,
wi th the granting agenci es retaining a beneficial owmershipinterest.
Because t he $11,927.06 in grant funds transferred to Delta did not
constitute property of the debtor i nwhichthetrustee had aninterest,
t he trustee may not recover these funds for the benefit of the estate.
Accordingly, the Court finds for Delta and agai nst the trustee on Count
Il of the trustee's conplaint to recover a fraudul ent transfer

For the reasons stated, the Court finds infavor of the defendant,
Delta, and agai nst the trustee on Counts | and Il of the trustee's
conpl ai nt . The Court further finds in favor of Delta on its
counterclaimto Count | of the conplaint anddirectsthetrusteeto
cause legal title to the van to be transferred to Delta.

SEE WRI TTEN ORDER

/ s/ Kenneth J. Meyvers

U. S. BANKRUPTCY JUDGE

ENTERED: April 5, 1994
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