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The Chapt er 13 cases under consi derati on present a conmon f act ual
scenari o. |neach case, the debtor borrowed noney prior to bankruptcy
to purchase a vehicle and granted the creditor a security interest in
the vehicle. Thecreditor'slien, however, was never recorded onthe
vehicle' s certificate of title. The debtor thenfiledfor relief under
Chapt er 13 of t he Bankruptcy Code, and t he Chapter 13 trustee brought
an action under 11 U S.C. 8 544(a)(1) to avoid the lien as an
unperfected security interest. Whil e the defendant creditors
rai se various i ssues inarguingthat their |iens shoul d not be avoi ded,

the Court's focusinthisopinionis onthe effect of such avoi dance in



a Chapter 13 case i n which the subject property is not |iquidated by
the trustee but is retained by the debtor upon conpletion of the
Chapter 13 proceeding. Specifically, the Court will address what
rights, if any, acreditor possesses after avoi dance of its |ien and
whet her such avoi danceresultsinawndfall tothe debtor, who w ||
obtain avehicle free and cl ear of |iens after payi ng a percent age of
the creditor's claimas unsecured under the Chapter 13 plan.
|. Facts ?

McRoberts v. Laclede Credit Union (In re Marm no)

I n Novenber 1993, def endant Lacl ede Credit Union ("Lacl ede")
fi nanced t he purchase of a 1991 Ford truck for debtors Tod and Col | een
Mar mi no, and t he debtors granted Lacl ede a security interest inthe
vehicl e as col l ateral for the |l oan. Lacl ede provi ded t he deal ership
that soldthe vehiclewiththe informtion necessary to perfect the
lienand followedits normal practice of all owi ng the dealershipto
recordthelienandforwardthetitletothe Secretary of State for
processi ng. The deal ershi p, however, failedtorecord Laclede's |lien
onthecertificate of title, and, consequently, thetitle was returned
to the debtors after processi ng wit hout notati on of Lacl ede's security
interest. Laclede made at | east one attenpt, prior tothe debtors’
bankruptcy, torecover thetitlesothat itsliencould berecorded,

but was unable to do so.

1 The facts are undi sputed in each of the follow ng cases.
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On Novenber 16, 1994, the Marm nos filed their Chapter 13
bankruptcy petition, listing Lacl ede as an unsecured creditor with
regard to the i ndebt edness on the truck. Laclede filed a proof of
claimall eging asecurityinterest inthe truck, and the Chapter 13
trusteefiled aconplaint toavoid Laclede's lienpursuant to1l U. S. C
8 544(a)(1l). On Septenber 22, 1995, prior to resolution of the
trustee's conpl aint, the debtors' Chapter 13 pl an was confirmed w t hout

obj ection by Lacl ede.

Janes W MRoberts v. Transouth Financial (In re Bell)
Janes W MRoberts v. Ford Motor Credit (In re Hill)
James W _ MRoberts v. Ford Mdtor Credit (In re Jackson)

The remai ning debtors, all Illinois residents, each purchased a
vehicle prior to bankruptcy froma M ssouri deal er and executed a
retail installment contract, grantingthe deal er a security interest in
the vehicle. At thetine of sale, the deal er presented the debtor with
the original certificate of title andinstructedthe debtor to pay the

sal es tax on the vehicle, 2| eaving the responsi bility of obtaininga new

2 Under M ssouri law, the purchaser of a vehicle is required to
pay the sales tax on the vehicle. Section 144.069 of the M ssour
tax statute provides:

Al'l sales of nmotor vehicles . . . shall be deened to
be consummted at the address of the owner thereof, and
all applicable sales taxes |evied by any political
subdi vi si on shall be collected on such sales by the state
department of revenue on that basis



I1linois certificate of title with the debtor. |In each case, the
deal er then assignedits retail installnent contract to one of the
def endant credit conpani es.

Thereafter, each of the debtors sought relief under Chapter 13 of
t he Bankruptcy Code. In each instance, at thetime of filing, the
debt or had neither paid the sales tax nor obtained an Illinois
certificateof title, andthecreditor's lienwas not indicated onthe
title. Despitethis, each of the debtors listedthe vehicleloan as
"secured" in their bankruptcy schedul es and proposed to treat the
obligation as securedintheir Chapter 13 plan. In addition, ineach
instance, the creditor filed a proof of claimalleging a security
interest in the debtor's vehicle. The Chapter 13 trustee filed a
conplaint to avoid the creditor's lien pursuant to 11 U S.C. 8§
544(a) (1), arguing that because the creditor did not hold a properly
perfected securityinterest, itslienshouldbe avoidedandits claim
treated as unsecured.

The Chapter 13 pl an of debtor Bel |l was confirmed in August 1995, 3
whil e confirmationinthe cases of debtors H |l and Jackson was del ayed

pendi ng the Court's determ nation of the trustee's |ien avoi dance

Mo. Rev. Stat. 8§ 144.069 (1995).

3 Although debtor Bell's plan was confirmed w thout objection
by the trustee, the Court finds that the trustee's |ien avoi dance
conplaint--filed prior to confirmation--provided sufficient notice to
creditor Transouth Financial that the trustee objected to treatnent
of its claimas secured.



conplaints. Inthelatter case, the trustee and Ford Motor Credit
objected to confirmati on on the basis that the plan woul d not conplete
as proposed.* These objections are presently before the Court al ong
withanotionfor relief fromstay filed by Ford Motor Credit in debtor
H1l's case, all of whichturnonresolutionof theissue of the effect
of 8 544(a)(1) lien avoidance in these Chapter 13 cases.

1. Discussion

Section 544(a) (1) provides that a bankruptcy trustee acquires, as
of the comencenent of a case, the status of a hypot hetical judicial
liencreditor and "may avoi d" any |i en or encunbrance on property of
t he debt or that i s voi dabl e by such a creditor under state | aw. ® Under

this provision, federal and state |l awwork in tandem First, the

4 The trustee filed a simlar objection to confirmation in
debtor Hill's case, but that objection is not before the Court at
this tine.

5 Section 544(a)(1l) states:

(a) The trustee shall have, as of the commencenent of
t he case, and wi thout regard to any know edge of the
trustee or of any creditor, the rights and powers of, or
may avoid any transfer of property of the debtor or any
obligation incurred by the debtor that is voidable by--

(1) a creditor that extends credit to the debtor at
the time of the commencenment of the case, and that
obtains, at such tinme and with respect to such credit, a
judicial lien on all property on which a creditor on a
sinmple contract could have obtained such a judicial lien,
whet her or not such a creditor exists.

11 U.S.C. § 544(a)(1).



substance of thetrustee'srightsasjudicial liencreditor--primarily
the priority of his claimin relation to other interests in the
property--is determned by referenceto statelaw. |If the trustee has
priority over athird party's interest under statelaw, federal | aw
prescri bes the consequence. Under § 544(a)(1l), the trustee may
entirely avoidtheinferior third-party interest inthe property, and
the third party is left with only an unsecured cl ai magai nst the

debtor's estate. See, e.q.. Matter of Wheaton Oaks O fice Partners

Ltd. Partnership, 27 F.3d 1234, 1244 (7th Cir. 1994); Inre Pacific

Express, Inc., 780 F. 2d 1482, 1486 (9th Cir. 1986); Inre Freeman, 72
B. R 850, 855 (Bankr. E.D. Va. 1987).

This result obtains evenif state | awprovides that the conpeting
interest i s subordinate, rather than void, as to ajudicial |ienholder.
State |l awgenerally ranks interestsinpriority sothat a subordi nate
junior interest i s not voi ded but survives and i s paid fromany surpl us
val ue that remai ns after senior clainms are paid. Neverthel ess, and
notw t hstandi ng the literal | anguage of 8 544(a)(1), aninterest that
is nmerely subordinate to the claimof ajudicial |ienholder under state
lawis conpletely elimnatedin bankruptcy as a matter of federal | aw.

2 David G Epstein, Steve H Nickles, &Janes J. Wite, Bankruptcy, 8§

6-61, at 111, n. 12 (1992); see also 3 WlliamL. Norton, Jr., Norton

Bankruptcy Law and Practice 2d, 8 54:4, at 54-13 (1994). In the

cases before the Court, applicable Illinois | aw provi des that an



unperfected security interest inanotor vehicleis subordinateto a
judgnment |ien such as that held by the trustee under § 544(a). See

United States v. Rotherham 836 F.2d 359, 364-65 (7th Cir. 1988);

Matter of Keidel, 613 F.2d 172, 173 (7th Cir. 1980). The lllinois

Vehi cl e Code sets forththe requirenments for perfection of asecurity
interest inanotor vehicle®and provi des that an unperfected security
interest inavehicle "is not valid agai nst subsequent transferees or
i enhol ders of the vehicle. . . ." 625 1LCS5/3-202(a). The Uniform
Commrer ci al Code further provides, regardingthe priority of conpeting
interests in avehicle, that "an unperfected security interest is
subordinate tothe rights of . . . (b) a person who becones a lien
creditor beforethe securityinterest is perfected.” 810 1LCS5/9-
301(1)(b).” Since, inthese cases, thetrustee as of the date of filing
had therights of aliencreditor with priority over the unperfected

security interests of the defendant creditors, theseinterests may be

6 The Code specifies that a security interest in a notor
vehicle is perfected by

delivery to the Secretary of State of the existing
certificate of title, if any, an application for a
certificate of title containing the nanme and address of
the |ienhol der and the required fee.

625 | LCS 5/3-202(b) (1993). 1In these cases, it is undisputed that
the creditors' security interests were unperfected as of the date of
filing.

7 "Lien creditor" is defined under 8 9-301 to include "a
trustee in bankruptcy fromthe date of the filing of the petition .
810 ILCS 5/9-301(3).



entirely avoided by the trustee under 11 U . S.C. 8§ 544(a)(1l).
Accordingly, thecreditors' interests areelimnated as to the subj ect
vehi cl es, and their clai ns survive only as unsecured cl ai ns agai nst t he
debtors' estates. See Epstein, supra, 8§ 6-61, at 111T h e
creditors, inaneffort toavoidthis unfavorableresult, argue that
t he Court shoul d exerciseits equitable powers and deemtheir security
interests perfected by way of equitable |iens because the parties
intended the creditors' intereststo be securedandit was duetothe
debtors' inactionor failureto cooperatethat thecreditors' liens
wer e not properly recorded on the vehicles' titles. The Court rejects
this argunment, as it has previously ruledthat equitable liens arising
under state law are contrary to the letter and purpose of the
Bankr upt cy Code and are, therefore, ineffective against atrustee's §

544(a) avoi ding powers. Seelnre Waggs, 87 B.R 57, 59 (Bankr. S.D.

I11. 1988). The creditors additionally assert that the trustee is
wi t hout standing to bring these |ien avoi dance acti ons because a
Chapter 13 trustee servesonlyalimted adm nistrative functi on of
objecting to clains and ensuring conpliance with confirmation
requi rements and pl an provi sions. This argunent, too, is forecl osed by

aprevious ruling of the Court. InlnreErvin, Adv. No. 95-3167, slip

op. at 9 (Bankr. S.D. Ill. Nov. 15, 1995), the Court held that a
Chapter 13 trustee has both statutory and constitutional standingto

avoi d unperfected | i ens under 8 544(a) when such avoi dance woul d



increase the ampunt of disposable income to be allocated anpng

unsecured creditors and thus benefit the estate. See also Inre

Bequette, 184 B.R 327, 333 (Bankr. S.D. Ill. 1995) (Chapter 13 trustee
has statutory authority to bring lien avoi dance actions pursuant to 11
U S.C 8§8103(a)). Since, inthese cases, avoi dance of the creditors'
i ens woul d i ncrease the proportion of the debtors' inconeto be paid
t o ot her unsecured creditors under their Chapter 13 pl ans, the trustee
may properly exercise his avoi dance power, and the creditors' standi ng
argument is without nerit.

The creditors further contend that despite the superiority of the
trustee's claimas hypothetical liencreditor inthe context of these
bankr upt cy proceedi ngs, their unperfected security interests remain
enf or ceabl e as between t he debt ors and t hensel ves and t hus survi ve as
effective liens when property of the Chapter 13 estate revests inthe
debt ors upon confirmation.® The creditorscitetherulethat "failure
toperfect alienastothird parties does not invalidate alender's

security interest as against the original borrowers," First Gal esburg

Nat'| Bank & Trust Co. v. Martin, 373 N.E. 2d 1075, 1076 (111. App. Ct.

1978), and al so i nvoke t he maxi mt hat a bankruptcy di scharge, bei ng

& Under 8 1327(b), confirmation of a Chapter 13 plan vests al
property of the estate in the debtor, "except as otherw se provided
in the plan or the order confirmng the plan.” 11 U.S.C. 8§ 1327(Db).
The Chapter 13 plans here at issue provide for such revesting of
property in the debtor upon confirmation (except for the debtors
post-petition incone), and the Court's form confirmation order makes
no provi sion otherw se.

10



personal to the debtor, does not dischargeinremliability or rel ease

liens or security interests in the debtor's property. See Inre
Cortez, 191 B.R 174, 178 (Bankr. 9th Cr. 1995); Inre d ow, 111 B.R
209, 220-21 (Bankr. N.D. Ind. 1990). The creditors reason that
al t hough t hey nmay be treat ed as unsecured creditors inthe debtors'
Chapter 13 cases, they are still entitled to enforce their liens
agai nst the debtors' property and t hus seek recovery of the subj ect
vehi cl es upon conpletion of the bankruptcy proceedi ngs.

The creditors' argunent is misplacedinthat it overl ooks the
consequences of atrustee's avoi dance of |iens under federal bankruptcy
law. Alienis avoi ded under 8 544(a) as atransfer of the debtor's
interest in property,® and the consequence of such avoi dance is
nullification of the transfer. This nullification means that the
transfer isretroactively ineffective and that the transferee--here,
t he def endant creditors--legally acquired nothingthroughit. See
Epstein, supra, § 6-79, at 201.1 |nthe present cases, thetrustee's

avoi dance of the creditors' liensresultsinnullification of the

9 "Lien" is defined under the Code as an "interest in property"
to secure paynent of a debt, 11 U S.C. 8§ 101(37), while "transfer"
means every node of "parting with property or an interest in
property.” 11 U. S.C. 8§ 101(54). Section 544(a) allows the trustee
to avoid any "transfer of property of the debtor” that is voidable
under state law. Thus, the trustee avoids a |lien under 8 544(a) as a
transfer of the debtor's interest in property.

10 "Avoid" is comonly understood to nmean "to nmake | egally
void, annul." To deny it this effect is to exclude the word fromthe
Code. 1d., 8§ 6-80, at 204.

11



transfer of property represented by those |iens, and the security
transactions areineffectivenot onlyastothetrustee but alsoasto
t he debt or and creditor thensel ves as the i medi ate parties tothe
transacti ons.

Thi s proposition--that avoi dance entails nullificationof the
creditors' lientransactions--isincluded by negativeinplicationin
t he very cases reli ed upon by the creditors incontendingthat their
i ens survive the debtors' discharge. Indow no |lien avoi dance
actionwas filedinthe debtor's Chapter 13 proceedi ng, and t he court
specifically statedthat the creditor’'s |ien survived uni npaired where
"[no steps were taken] to avoid the lien . . . by an i ndependent
adversary proceeding attackingthelien.” 111 B.R at 221. Simlarly,
inCortez, the court heldthat althoughthe creditor's unperfectedlien
was subj ect to avoi dance under 8§ 544 during t he debtor's bankruptcy, it
survi ved t he bankruptcy "because it was not avoi ded [ by the trustee]."

191 B.R at 178.' |In the cases here, by contrast, the trustee has

1 In a recent opinion, the Seventh Circuit Court of Appeals
held that a creditor's |ien was extinguished by confirmation of a
Chapter 11 plan which provided for paynent of the creditor's proof of
cl ai m but made no provision for preservation of the lien. In re
Penrod, 50 F.3d 459, 462-63 (7th Cir. 1995). Wiile it is arguable,
following this decision, that an avoi dance action is not necessary to
extinguish a creditor's lien in a Chapter 13 proceeding, it is clear
t hat such an action is sufficient to do so. Cf. Cen-Pen Corp. V.
Hanson, 58 F.3d 89, 92 (4th Cir. 1995) (holding, contrary to Penrod,
that "unless . . . appropriate affirmative action [is taken] to avoid
a security interest in property of the estate, that property wll
remain subject to the security interest follow ng confirmtion").

12



taken affirmative action to avoid the creditors' liens by filing
adver sary proceedi ngs under 8 544(a). The Court, therefore, finds no
basis for thecreditors' contentionthat their |iens remin viable
following the debtors' bankruptcy.

Wil e I'i en avoi dance under 8§ 544(a) renders a security transaction
i neffective as between the parties, the avoi ded | i en does not sinply
vani sh but is preserved for the benefit of the estate pursuant to 11
U.S.C. 8§ 551.%2 The fornmer lienholder's interest in the debtor's
property autonati cal |l y becones property of the estate, see 11 U.S.C. §
541(a)(4) (property of the estate includes "[a]ny interest in property
preserved for the benefit of . . . the estate under [8§ 551]"), and
merges wi th any residual interest inthe debtor which passedtothe
est at e when t he bankrupt cy case commenced. Epstein, supra, § 6-80, at

206; see 4Collier on Bankruptcy, Y 551.01, at 551-1, n. 3 (15t h ed.

1996). Thus, in a Chapter 13 case, when property of the estate

subsequent |y vests inthe debtor upon confirmati on of the Chapter 13

12 Section 551 states:

Any transfer avoi ded under section . . . 544 . . . of
this title . . . is preserved for the benefit of the
estate but only with respect to property of the estate.

11 U.S.C. 8 551. The intended effect of this provision is to prevent
junior lienholders frominproving their position at the expense of
the estate when a senior lien is avoided. See Epstein, supra, 8§ 6-
86, at 218. "[T]he trustee representing the estate retains the lien
and the priority position of the avoided senior [lien]." In re
Losi eni ecki, 17 B.R 136, 139-40 (Bankr. WD. Pa. 1981).

13



pl an, see 11 U.S.C. § 1327(b), the debtor acquires his previously
encunmber ed asset free and cl ear of the avoi ded | i en--subject only to
reinstatenment of the lien if the case is dism ssed prior to the
debtor's discharge. 3

Application of these principles in each of the present cases
results inthe debtor obtaining avehiclefreeof theliengrantedto
secure its purchase price, whil e payingthe creditor only a portion of
its claimas an unsecured creditor under the debtor's Chapter 13 pl an.
The creditors termthis result an "abuse" of the bankruptcy process.
The Court notes, however, that the creditors could have easily
prevented this all eged "abuse" by tightening their procedures for
ensuring that theliens were properly recorded onthe vehicletitles.
See Kei del, 613 F.2d at 174.** Nevert hel ess, t he Bankruptcy Code does
not | eave these creditors without protection. Rather, as one of the

provi si ons desi gned to saf eguard the ri ghts of Chapter 13 creditors,

3 Under 8 349(b), disnm ssal of a case "reinstates . . . any
transfer avoi ded under [8 544] or preserved under [8 551]." 11
US C 8 349(b)(1)(B). While a Chapter 13 debtor has an unfettered
right to dism ss his case at any tinme, such dism ssal would reinstate
any avoided liens and restore the creditor's full pre-petition claim
agai nst the debtor's property. See In re Scheierl, 176 B.R 498,
504-5 (Bankr. D. M nn. 1995).

4 |n Keidel, as in these cases, the debtor failed to apply for
a new certificate of title show ng the bank's |ien despite the bank's
instruction to do so. The court stated that the bank coul d have
enforced the requirement that the debtor deliver the old certificate
along with an application and the required fee "by naking
[ performance of this duty] a condition of advancing funds." 1d.

14



see Johnson v. Hone State Bank, 111 S. Ct. 2150, 2156 (1991), the Code

assures that unsecured creditorsina Chapter 13 casewi || receive at
| east as nuch as t hey woul d have received if the estate were | i qui dat ed
under Chapter 7. See 11 U.S.C. § 1325(a)(4).*™ This provision, known
as the "best interests of creditors” test, essentially requiresthe
debt or to pay for his non-exenpt assets over the termof the plan. See
Inre More, 188 B.R 671, 676 (Bankr. D. | daho 1995). Thus, although
t he debtors inthese Chapter 13 cases will retai nthe subject vehicles
fol | owi ng bankruptcy, they wi Il have "purchased"” t hemby payinginto
t he pl an an amobunt of noney equal to their value as of the effective
dat e of the plan. This amount will be distri buted among unsecured
creditors of the estate, includingthe defendant creditors who wi ||
recei ve a substantial portion of their nowunsecured clains. Wilethe
creditors inthese cases, by not perfectingtheir liens, have forfeited
their preferred positioninthe distribution of plan paynments, no
wi ndfall results tothe debtors, who nust pay i nto the plan as much as

if the subject vehicles were |liquidated for the benefit of estate

15 Under 8§ 1325(a)(4), the court may confirma Chapter 13
only if

(4) the value, as of the effective date of the plan,
of property to be distributed under the plan on account of
each all owed unsecured claimis not |ess than the anpunt
t hat would be paid on such claimif the estate of the
debtor were |iquidated under chapter 7 . . . on such date.

11 U.S.C. § 1325(a)(4).

15
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creditors in a Chapter 7 case.

For the reasons stated in this opinion, the Court finds that
j udgment shoul d enter for the Chapter 13 trustee and agai nst the
def endant creditorsinthe trustee's |ien avoi dance acti ons under §
544(a)(1). Inorder toprotect thecreditors' interestsinthe event
their Iiens are reinstated upon di sm ssal of the debtors' cases prior
t o di scharge, the Court finds that the debtors shoul d be prohi bited
fromtransferring the subject vehicles until further order of the Court
or until their Chapter 13 pl ans have been conpl et ed and t hei r orders of
di scharge entered. In addition, the Court finds that the notion for
relief fromstay filed in debtor Hill's case by Ford Mot or Credit
shoul d be deni ed, since Ford Motor Credit has no cl ai mto the debtor's
vehicle as an unsecured creditor of the estate. Likew se, the
objections to confirmation filed in debtor Jackson's case by the
trustee and Ford Motor Credit will be overrul ed i n accordance with the
Court's previous determ nationthat these objections wouldfail if the
lien of Ford Motor Credit were avoi ded.

SEE WRI TTEN ORDER

ENTERED:

U. S. BANKRUPTCY JUDGE
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Pursuant tothis Court's findings and conclusions inits opinion
of this date, JUDGMENT IS ENTERED for the plaintiff, Janes W
McRoberts, Chapter 13 trustee, and agai nst t he def endants, Transouth
Fi nancial, Ford Motor Credit, and Laclede Credit Union, on the
trustee's conplaints to avoidthe defendants' liens under 11 U.S.C. 8§

544(a)(1). | TISFURTHER ORDEREDt hat the debtors in these cases are



prohi bited fromtransferring the subject vehicles until further order
of the Court or until their Chapter 13 pl ans have been conpl et ed and
their orders of discharge entered.

Inaddition, ' TISORDEREDthat Ford Motor Credit's notion for
relief fromstay in debtor Hill's case is DENI ED and that the
objectionstoconfirmationfiled by the trustee and Ford Mdtor Credit
in debtor Jackson's case are OVERRULED

ENTERED: APRIL 1, 1996

/ s/ Kenneth J. Mevers
U. S. BANKRUPTCY JUDGE




