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OPI NI ON
The trustee in this case seeks to avoid, as a preference,

the lien of Anna National Bank (“Anna Bank”) on the debtors’
nobi | e home. Anna Bank’s lien, taken to refinance the debtors’
obligation to another creditor, Geen Point Credit (“Geen
Point”), was not perfected for nore than two nonths follow ng
the parties’ transaction because of a delay in obtaining the
nmobil e hone title showing a rel ease of Green Point’s lien. The

trustee contends that, as a result, the debtors’ obligation to

Anna Bank was rendered an antecedent debt, and Anna Bank's



perfection of its lien within 90 days of bankruptcy constituted
a transfer of the debtors’ interest in property “on account of”
t his antecedent debt, which is

voi dabl e under 11 U.S.C. 8 547(b).! Anna Bank responds that, due
to the circunstances surrounding the transaction, perfection of
its lien did not constitute a transfer of the debtors’ property
on account of an antecedent debt and, thus, perfection of its
lien should be excepted from avoi dance under § 547.

The facts are undisputed. On June 24, 1999, the debtors,
Donal d and Dena Messanore, entered into a | oan transaction with
Anna Bank to refinance a debt to Green Point secured by their
nmobil e home. Green Point had originally financed the debtors’
purchase of the mobile home in April 1996 and held alien on its
title. By letter dated June 29, 1999, Anna Bank nmmiled the
payoff amount to Green Point and requested Green Point to
forward the nobile honme title directly to Anna Bank. See Def.’s
Brief, filed March 21, 2000, Ex. A On July 6, 1999, Green
Point released its lien on the nobile home title. However

instead of mailing the title to Anna Bank, Green Point forwarded

1 Section 547(b) allows for the avoidance of a transfer
of the debtor’s interest in property that is nade “for or on
account of an antecedent debt” and within 90 days of
bankruptcy. See 11 U . S.C. 8§ 547(b)(2).
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it to the debtors.

Anna Bank subsequently obtained the title fromthe debtors
and, on August 25, 1999, mailed it to the Illinois Secretary of
State along with an application requesting a corrected title
showi ng Anna Bank as |ienhol der. The Secretary of State
recei ved
the application and title on August 30, 1999.2 On Septenber 13,
1999, the debtors filed a petition for relief under Chapter 7 of
t he Bankruptcy Code.

The trustee brought this preference action, alleging that
because Anna Bank failed to perfect its lien on the debtors’
nmobile home within the time period specified for precluding
avoi dance as a preference, such perfection resulted in a

transfer on account of an antecedent debt that nust be avoi ded.?3

2 Under Illinois law, a lien on a vehicle, including a
mobi l e honme, is perfected by the delivery to the Secretary of
State of the existing certificate of title and an application
for a newtitle show ng the |lienholder’s nane and address.
See 625 Ill. Conp. Stat. 5/3-202(b) (West 1999). “Delivery”
occurs when the Secretary of State actually receives the
requisite title docunents, not the date such docunents are
placed in the mail. See In re Jarvis, 242 B.R 172, 176
(Bankr. S.D. 111. 1999).

3 Although the trustee’'s conplaint referred to the 20-day
grace period for perfecting a purchase nobney security
interest, see 11 U S.C. 8 547(c)(3)(B), the loan from Anna
Bank was a refinancing of the debtors’ obligation on the
nmobi | e home and not a purchase noney | oan. Consequently, the
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In its answer, Anna Bank
admtted that perfection of its lien constituted a transfer of
the debtors’ interest in property but denied that such transfer
was on account of an antecedent debt. Anna Bank additionally
rai sed several affirmative defenses, including that the transfer
was intended to be and was, in fact, a substantially
cont enpor aneous exchange for new val ue given to the debtors.*
At hearing on the trustee’s conplaint, Anna Bank advanced
a further argunment that wunder the “earmarking doctrine” as

applied in In re Heitkanp, 137 F.3d 1087 (8th Cir. 1998), and ILn

re Ward, 230 B.R 115 (B.A.P. 8th Cir. 1999), no avoidable
preference occurred in this case because, by virtue of the
debtors’ agreenent to refinance their obligation to G een Point
with the proceeds of Anna Bank’s | oan, Anna Bank’s interest in
the nobil e honme was nerely substituted for that of Green Point.

Consequently, the bank contends, there was no transfer of the

applicabl e grace period is the 10-day limt of 8 547(e)(2)(A),
whi ch provides that a transfer is made “at the tinme the
transfer takes place . . . if such transfer is perfected at,
or within 10 days after, such time[.]” 11 U S.C. 8§
547(e) (2) (A).

4 Section 547(c)(1) excepts an otherw se preferenti al
transfer from avoi dance by the trustee if the transfer was
i ntended by the parties to be a “contenporaneous exchange for
new val ue given to the debtor” and the transfer was, in fact,
“substantially contenporaneous.” See 11 U.S.C. 8 547(c)(1).
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debtors’ interest in property and no dim nution of the debtors’
est at e. Anna Bank asserts that, by reason of the earmarking
doctrine, the trustee has failed to establish one of the
requi site el enents for avoi dance under 8 547(b) -- “transfer of
an interest of the debtor in property” -- and, thus, the
trustee’s conplaint to avoid the bank’s lien as a preference
must fail.?®

The ear mar ki ng doctrine i nvoked by Anna Bank is ajudicially
created exception to 8 547(b) deriving fromthe requirenment that
a transfer, in order to be preferential, nust be “of an interest
of the debtor in property.”® Essentially, a transfer is
preferential only if it dimnishes the fund to which other
creditors can | ook for paynment of their debts, thus making it

i npossible for simlarly situated creditors to obtain as great

5 Although Anna Bank never anended its answer to deny,
rather than admt, that perfection of its lien constituted a
transfer of the debtors’ interest in property, the Court wll
consi der Anna Bank’s argunment concerning the earmarking
doctrine as though such amendnent had been made.

6 Under 8§ 547, “transfer of an interest of the debtor in
property” is a threshold requirenment of an avoi dable
preference. See 11 U S.C. 8 547(b). The transfer nust al so
be (1) to or for the benefit of a creditor; (2) for or on
account of an antecedent debt; (3) nade while the debtor was
insolvent; (4) made on or within 90 days before the filing of
the petition; and (5) nust enable the creditor to receive nore
t han such creditor would receive in a Chapter 7 |iquidation of
the estate. 1d.; see In re Smth, 966 F.2d 1527, 1529 n.1
(7th Cir. 1992).




a percentage as the favored creditor. See 5 Collier on

Bankruptcy, 9 547.03[2], at 547-20 to 547-21, 547-23 to 547-24

(15th ed. rev. 2000). If a third party, such as a surety or
guarantor, makes a paynent to a creditor of the debtor, thereis
no transfer of the debtor’s property and, since the debtor’s
funds are not dimnished, this transfer is not a preference.
Id. at 547-21.

Simlarly, when a debtor borrows noney froma third party
to pay a specific creditor, transfer of the borrowed funds does
not constitute a preference if the loan is conditioned on
payment of the designated creditor and the creditor is, in fact,

paid. See Inre Smth, 966 F.2d 1527, 1533 (7th Cir. 1992). In

such an instance, the funds are said to be “earmarked” for the
creditor in question and never become property of the debtor.
Id. The transfer is not preferential because the debtor never
exerci ses control over the new funds, and the debtor’s property
-- the fund out of which existing creditors can be paid -- is
not di m nished. |d.

The earmarking doctrine, as developed in case law, is
clearly applicable in a refinancing situation to determ ne
whet her the debtor’s paynment of an existing creditor with funds
borrowed froma new creditor constitutes a preferential transfer

-- that is, whether such paynent is a transfer of the debtor’s



“interest in property” to pay the debt owed to the first
creditor. This case, however, presents an entirely different
guestion. Here, it is not the transfer of funds to the debtors’
original creditor, Geen Point, that is at issue,’ but the
transfer that occurred when the new creditor, Anna Bank,
perfected its |lien on the debtors’ nobile home nore than 10 days
after execution of the parties’ |oan agreenent. Under the
definition of “transfer” applicable in preference actions,? the
debtors’ transfer of an interest in their nobile home did not
occur at the time of the |loan transaction when they incurred
their obligation to Anna Bank. Rather, because Anna Bank fail ed

to perfect within 10 days after the parties’ transaction,

” I ndeed, because the obligation to Green Point was
secured, the debtors’ repaynment of this debt with borrowed
funds could not be preferential, as such transfer would not
enable Green Point to receive nore than it would receive in a
Chapter 7 liquidation. See 11 U S.C. 8 547(b)(5).

8 Section 547(e) provides in pertinent part:

(2) For purposes of [8§8 547], . . . a transfer is
made—

(A) at the tinme such transfer takes effect between
the transferor and the transferee, if such transfer is
perfected at, or within 10 days after, such tine,

[or]

(B) at the time such transfer is perfected, if
such transfer is perfected after such 10 days[.]

11 U.S.C. 8 547(e)(2) (enphasis added).
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transfer of the debtors’ interest is deenmed to have occurred at
the time Anna Bank perfected its lien over two nonths |ater.
See 11 U.S.C. 8 547(e)(2)(B). It is this latter transfer, the
transfer of the debtors’ interest in the nobile hone to Anna
Bank to secure their pre-existent obligation, that the trustee
all eges is preferential.

Al t hough the debtors’ transfer to Anna Bank arose in the
context of a refinancing arrangenment, it did not involve the
payment of funds by a third party or, indeed, the paynment of
borrowed funds at all. For this reason, the earmarking doctrine
has no | ogical relevance to such transfer. The transfer to Anna
Bank that occurred upon perfection of its |ien was separate and
distinct fromthe transfer that occurred when G een Point was
paid with borrowed funds, and this transfer was clearly a
transfer of the debtors’ interest in property, as it depended on
the debtors’ grant of a security interest to Anna Bank. The
ear mar ki ng doctrine, therefore, is inapplicable in the present
case to shield the debtors’ transfer to Anna Bank fromavoi dance
as a preference. In so ruling, the Court declines to follow
t he reasoni ng of the Heitkanp and Ward cases, cited by Anna Bank
in support of its position. Like the present case, Heitkanp and

Ward each involved a preference action against a new creditor



who supplied funds to pay a previous creditor but who negl ected
to tinmely perfect its security interest in the debtor’s
property. The court in each case found the earmarking doctrine
applicable as a defense for the new creditor. However, the
court’s analysis failed to distinguish between the transfer of
borrowed funds to the original creditor and the subsequent
transfer that occurred when the new creditor bel atedly perfected
its security interest in the debtor’s property. The earmarking
doctrine, while appropriate to prevent avoi dance of the transfer
of borrowed funds to the original creditor, was wongly invoked
as a defense for the new creditor’s tardy perfection.

In Heitkanp, the debtors, who owed several subcontractors
for goods and services supplied in constructing a house,
obtained a |oan from the defendant bank, and the bank took a
second nortgage on the house. See 137 F.3d at 1088. The bank
i ssued cashier’s checks payable to specific subcontractors and
required the debtors to obtain nmechanics’ lien waivers fromthe
subcontractors in exchange for the checks. However, due to an
oversight, the bank did not record its nmortgage until four
nonths |ater, shortly before the debtors’ bankruptcy filing.
See id. The trustee sued to set aside the debtors’ transfer of
the second nortgage interest to the bank as a preference.

The Eighth Circuit Court of Appeals, although purportedly



foll owi ng established earmarki ng doctrine, see 137 F. 3d at 1088,
ruled that the doctrine applied in that case to preclude
avoi dance of the bank’s second nortgage. The court made no
mention of the bank’s failure to tinmely perfect its nortgage but
found, rather, that the debtors’ estate was not di m nished
because the bank essentially “took over the subcontractors’
security interest in the house.” 137 F.3d at 1089. The court
further determ ned that the transfer of the nortgage interest to
t he bank “nerely repl aced the subcontractors’ security interest”
and concluded, therefore, that there was no transfer of the
debtors’ property interest avoi dable under 8 547(b). See id.
Contrary to the court’s assertions in Heitkanp, the bank did
not derive its interest in the debtors’ house from the
subcontractors, through assignnment or otherw se, but from the
debtors thensel ves through execution of the second nortgage.
The bank, as a secured party, was obligated to perfect its
nortgage interest by recording, and, under the definition of
“transfer” applicable in preference cases, transfer of the
debtors’ interest did not occur wuntil the bank actually
perfected its nortgage four nonths |ater. See 11 U.S.C. 8
547(e) (2). Thus, because of the bank’s delay, the transfer

occurring at that tine constituted a transfer on account of the

debtors’ previously incurred obligation to the bank, and the
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ear mar ki ng doctrine, despite the Heitkanmp court’s ruling, was
i napplicable to prevent avoidance of the bank’s nortgage under
8§ 547(b).

The court in Ward, a bankruptcy appellate panel for the

Eighth Circuit, noted that Heitkanp “represents a nmajor change
in the application of +the [earmarking] doctrine in this
circuit.” See 230 B.R at 119. Prior to Heitkanp, the court
stated, the doctrine was applied to determ ne whether a transfer
to an old or previous creditor was preferential, while the
Hei t kanp court “for the first time” applied the doctrine in
addressing a transfer of security to a new creditor who | oaned
noney for payment to an old creditor. Ild. The Ward court,
however, felt conpelled to foll ow Heitkanmp and held, on facts
simlar to the present case, that a creditor who refinanced the
debtor’s | oan on a vehicle but who failed to perfect its lien on
the vehicle title until 44 days later and shortly before
bankruptcy was, nevertheless, protected from avoi dance of its
lien as a preference through application of the earmarking
doctrine. 230 B.R at 120.

Agai n, the Court believes the Ward court wongly i nvoked the
earmar ki ng doctrine in a context in which the concept does not

fit. See David G ay Carlson & WIlliamH Wden, The Earnmarking

Def ense to Voi dabl e Preference Liability: A Reconceptualizati on,
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73 Am Bankr. L.J. 591, 602 n.63 (1999). Although earmarking is
appropriate in a refinancing situation as a defense for the old
creditor who receives borrowed funds as paynent on an ant ecedent
debt, it is illogical to say there was no transfer of the
debtor’s interest in property to the new creditor when the
debtor has granted a security interest to that creditor. | t
goes w t hout saying, noreover, that the debtor’s transfer of a
property interest -— the grant of a security interest -- to the
new creditor resulted in a dimnution of property of the estate,
since a transfer “by way of paynment on or security for” an
antecedent debt dimnishes the assets available for other

creditors. See 5 Collier on Bankruptcy, 9§ 547.03[4], at 547-

33. Although the Ward and Heitkanp courts determ ned that there
was no dimnution of the debtor’s estate because one secured
creditor was sinply substituted for another, the new creditor
was required to perfect before its security interest becanme
effective between the parties. Until that time, the new
creditor was unsecured, and its del ayed perfection resulted in
a transfer made “for or on account of an antecedent debt.” See
id., 7 547.03[4], at 547-34, 9 547.05, at 547-69.

The Heitkanp and Ward courts’ rulings are nore

under st andabl e when viewed, not as an application of the
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earmarking doctrine, but as a determnation that the new
creditor’s perfection was sufficiently *“contenporaneous” wth
the parties’ |loan transaction to be excused from avoi dance under
8 547(c)(1). See id. The “contenporaneous exchange” defense --
whi ch excepts an otherwi se preferential transfer from avoi dance
where (1) the transfer was intended to be a “contenporaneous
exchange for new val ue given to the debtor” and (2) the exchange
was, in fact, “substantially contenporaneous,” see 11 U S.C. 8§

547(c)(1)°® -- provides relief for a secured creditor who fails

to timely perfect. See In re Dorholt, Inc., 239 B.R 521, 524-

526 (B.A.P. 8th Cir. 1999); In re Stephens, 242 B.R 508, 510

(D. Kan. 1999). Under the facts of Heitkanp and Ward, it is
apparent the parties intended the new creditor to have a
perfected security interest in exchange for its advance of funds
to pay off the first creditor and discharge the debtor’s
obligation to that creditor. Thus, although the Heitkanp and
Ward decisions reflect an extrenely |iberal view of

“contenporaneity,” given the delay of four nonths for perfecting

® In enacting the “contenporaneous exchange” defense of
8§ 547(c) (1), Congress recognized that if a creditor provides
new val ue in exchange for a preferential transfer, the estate
has not been di m nished and, therefore, the creditor is
entitled to protection to the extent of the new val ue
provi ded. See Lisa Sommers Gretcho, The Versatile
“ Cont enpor aneous Exchange” Preference Defense, 17-APR Am
Bankr. Inst. J. 32, 32 (1998).
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in Heitkanp and the delay of 44 days in Ward, the result-

ori ented approach of those cases can be interpreted, not as an
application of +the earmarking doctrine, but as a covert
application of the “contenporaneous exchange” defense of 8§

547(c)(1). See Carlson & Wden, Earnmarking Defense, supra.

In this case, Anna Bank pleaded 8 547(c)(1l) as an
affirmati ve defense in its answer, but nade no further argunment
concerning this defense at hearing on the trustee’s conpl aint. 0

Despite the bank’s failure to pursue this defense, the Court

will examne the facts as stipulated to by the parties to
determ ne whether, in fact, the transfer to Anna Bank that
occurred upon perfection of its lien <came wthin the
“cont enpor aneous exchange” exception to avoidance as a

preference.

The first element of 8§ 547(c)(1) concerning the parties’
intent is easily net here, as the trustee concedes the parties
i ntended that Anna Bank be secured by a lien on the debtors’
mobil e home in exchange for its payoff of the obligation to
Green Point. I ndeed, Anna Bank’s letter to Green Point

acconmpanyi ng the bank’s payoff check denobnstrates its intent to

10 The case was submitted to the Court on stipul ated
facts, and neither the trustee nor the bank sought to
i ntroduce further evidence through the testinony of w tnesses.
| nstead, a hearing was held at which the parties presented
| egal argunment on the stipulated facts.

14



obtain the nobile honme title from Green Point, presumably so
that Anna Bank could perfect its own lien on the title.
However, whet her the exchange between Anna Bank and the debtors
was, 1in fact, “substantially contenporaneous” is a nore
difficult question. The length of time between the parties’
| oan transaction on June 24, 1999, and the date of Anna Bank’s
perfection of its lien on August 30, 1999, was a period of 67
days. Even taking into account the delay occasioned by the
necessity of obtaining the title from G een Point, a period of
50 days el apsed fromJuly 6, 1999, when Green Point released its
lien on the title, and August 25, 1999, when Anna Bank took
action to perfect its lien by mailing the title and application
to the Secretary of State.

The Seventh Circuit Court of Appeals has adopted a flexible
approach to the concept of “contenporaneity” under 8 547(c)(1),
hol di ng that the nodifier “substantial” makes cl ear that a case-
by-case inquiry is needed to determ ne whether a creditor’s

delay in perfecting defeats the “substantially contenporaneous”

nature of an exchange.!! See Pine Top Ins. Co. v. Bank of

11 Although technically not decided under 8 547(c) (1),
the Seventh Circuit’s Pine Top decision represents one |ine of
authority holding that an exchange involving a security
transacti on may be substantially contenporaneous even though
not perfected within the grace period of 8§ 547(e)(2)(A). See
In re Al exander, 219 B.R 255, 261 (Bankr. D. M nn. 1998).

G ven the Court’s finding in this case regarding the bank’s
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America Nat. Trust & Sav. Ass’'n, 969 F.2d 321, 328 (7th Cir.

1992); In re MlLaughlin, 183 B.R 171, 175 (Bankr. WD. Ws.

1995). Anobng the relevant circunstances to be considered are
the I ength of the delay, the reason for the delay, the nature of
the transaction, the intentions of the parties, and the possible
ri sk of fraud. Id. The Pine Top court, in applying this
standard, found that a two- to three-week delay in perfecting
did not defeat the substantially contenporaneous nature of the
transaction involved given the circunstances surrounding the
transaction. In particular, the court noted that the creditor
in question took “inmediate steps . . . to begin the process of
col lateralization” and that, despite the delay in executing all
t he necessary docunments, there was no indication the parties
ever retreated fromtheir understanding. 1d. at 329.

In this case, Anna Bank, too, acted quickly to “begin the
process of collateralization,” mailing its payoff and request
for title to Green Point on June 29, 1999, five days after the
| oan transaction with the debtors. However, after that action,
a long delay ensued, for which there is no explanation. The

evi dence shows that Green Point released its lien on the title

failure to neet even the nore flexible standard of Pine Top,
the Court sees no necessity to consider the other |ine of
authority represented by In re Arnett, 731 F.2d 358 (6th Cir.
1984) .
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promptly on July 6, 1999, and although Green Point mstakenly
mailed the title to the debtors rather than to Anna Bank, there
is no indication of what steps, if any, Anna Bank took to
follow up on its request for the title. Such an unexpl ai ned
delay gives rise to a multitude of questions concerning the
Bank’s -- and, indeed, the debtors’ -- understanding of the
transaction, questions for which Anna Bank has provided no
answers.

As the party from whom recovery is sought in this action,
Anna Bank has the burden of proof in establishing that an
exception to avoidance of its lien as a preference
exi sts. See 11 U. S.C 8§ 547(9). Anna Bank was given the
opportunity to present evidence of the circunstances surroundi ng
the parties’ transaction. |In the absence of any show ng that
its delay in perfecting was reasonabl e or occasioned by factors
beyond its control, the Court finds that Anna Bank has failed to

carry its burden of proof. See McLaughlin, 183 B.R at 175-

176. 12 Accordingly, the Court will enter judgnment for the

2 1'n McLaughlin, the court held that a creditor who
of fered no explanation of its delay in initiating the
perfection process failed to carry its burden of proof under §
547(c)(1). The court found that the creditor had not provided
a “reasonabl e explanation as to why the transaction took as
long as it did,” noting that 13 days el apsed between the date
the creditor had all the necessary information and the date it
began the perfection process. “Wen those 13 days are part of
the 32 days that el apsed from attachnent to perfection of [the
creditor’s] interest,” the court stated, “perfection cannot be
said to be contenporaneous.” [|d. at 176.




trustee on the trustee’s conplaint to avoid Anna Bank’s |ien as
a preference.
SEE WRI TTEN ORDER

ENTERED: July 21, 2000

/'s/ KENNETH J. MEYERS
UNI TED STATES BANKRUPTCY JUDGE

By contrast, the court in In re Stephens, 242 B.R 508,
510, found that the creditor’s perfection was “substantially
cont enpor aneous” with the parties’ |oan transaction where the
“the bank acted pronptly in sending a check to [the first
creditor] and in forwarding the appropriate registration
docunments to the Departnment of Mtor Vehicles as soon as they
were received from|[that creditor].” Thus, the court stated,
t he evidence indicated that the “nere 14-day del ay” between
the | oan transaction and the bank’s perfection was “due to
factors beyond the control of the bank.” [Id.
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ORDER
For the reasons stated inits opinionenteredthis date, the

Court enters judgnment for the trustee and agai nst Anna Nati onal
Bank on the trustee’s conplaint to avoid the bank’s lien as a

preference under 8§ 547(hb).

ENTERED: July 21, 2000

/'s/ KENNETH J. MEYERS
UNI TED STATES BANKRUPTCY JUDGE



