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

I N RE: ) I n Proceedi ngs
) Under Chapter 11
JERRY W GGS, )
) No. BK 87-40795
Debtor(s). )
BOATMEN S BANK OF BENTON) )
Plaintiff(s), )
)
V. )
)
JERRY W GGS, )
)
Def endant (' s). )

VEMORANDUM AND ORDER

This matter i s before the Court on an obj ecti on of Boat men' s Bank
of Benton (Bank) to debtor's applicationto sell personal property.
Debt or, as debtor-in-possessioninthis Chapter 11 proceeding, filed an
applicationto sell alLaCross | owboy trailer, indicatingthat there was
nolienonthetitle. The Bank objected, asserting that debtor had
prevented t he Bank fromperfectingitslienonthetrailer prior tothe
bankruptcy by refusing to tender thetitle to the Bank so that the
Bank's lien could be placed on the title. The sole issue for
determ nation by this Court i s whet her a debtor-in-possessionw ththe
rights of atrustee as hypothetical Iiencreditor can defeat thelien

of acreditor whois not perfected when the debtor, by his actions,

prevented the creditor fromperfecting its lien prior to bankruptcy.

Section 3-203 of thelllinois Vehicle Code (I1l.Rev.Stat., ch. 95

1/2, 83-203) provides that an owner who creates a security



interest in a vehicle "shall" execute an application to nanme the
| i enhol der on the certificate of title and deliver the title,
applicationandrequiredfeetothe lienhol der, who nmust then deliver
thetitle, applicationandfeetothe Secretary of State so that the
i enhol der's interest can be endorsed on the title.

As found by the Court follow ng testinony and argunent of the
parties, debtor first obtained aloan fromthe Bank on Sept enber 25,
1985, and executed a security agreenent listingthe LaCross | owboy
trailer as collateral for theloan. Debtor's |oan was renewed in May
1987 and thetrailer was againlisted as collateral. The Bank took all
reasonabl e steps after May 1987 to obtainthetitle fromdebtor in
order to perfect its security interest but was unabl e to obtainthe
title and never perfectedits lien. Debtor subsequently filed his
Chapter 11 bankruptcy petition in Decenber 1987.

Wi | e acknowl edgi ng that its unperfected |ien woul d be ineffective
agai nst atrustee as hypothetical |ien creditor under 8544(a), t he Bank
asserts that adifferent result should obtaininthe case of a debtor-
i n- possessi on who has hi nsel f prevented the creditor fromperfecting
itslienprior tobankruptcy. The Bank notes that 81107 of t he Code,
whi ch gi ves t he debtor-i n-possessiontherights of atrustee, provides
that the Court may place linmtations or conditions onthe debtor-in-
possessionin his exercise of the trustee's powers. The Bank observes
t hat debtor here not only failed to give the Bank the title to the
trailer, whichwas requiredto perfect theBank'slienonthetrailer,
but al so el uded t he Bank when attenpts were nade over a period of

mnths toobtainthistitle fromdebtor. The Bank asserts, therefore,



that the Court should Iimt debtor's powers as hypothetical |ien
creditor with respect to hisclaimtothetrailer as this Court is
enpower ed t o do under princi pl es of equity applicabl e when t he Court
subordi nates t he cl ai mof a creditor who has acted wongful |l y under
§510(c).

A debtor in a Chapter 11 case who becones debt or-i n- possessi on
upon conmencenent of the case takes on a newstatus as trustee acting
on behal f of unsecured creditors and can avoid unperfected |iens
pursuant to 8544(a). See 11 U. S.C. 881101(1), 1107(a), 544(a). The
debt or-i n- possessi on, though physically the sane as the debtor, is
conceptual | y separate for purposes of bankruptcy lawandis armed with
8§544(a) powers without regard to any notice or know edge of the

debtor's practices. Inre Matos, 50 B.R 742 (N.D. Ala. 1985);Inre

| nt ernati onal Gold Bullion Exchange, Inc., 53 B.R 660 (Bankr. S.D.

Fla. 1985); Inre Great Plains Western Ranch Co., Inc., 38 B.R 899

(Bankr. C.D. Cal. 1984). The debtor-in-possession stands inthe sane
i deal i zed shoes as the trustee, and his status as hypothetical |lien
credi tor remai ns unaf f ect ed by any al | eged wongful acts of the debtor.

See In re International Gold Bullion Exchange, |Inc.

The Bank has cited no case authority in support of its position
t hat debt or here shoul d not be al |l owed to avoi d t he Bank' s unperf ect ed
lienin his capacity as hypothetical lien creditor. This Court,
however, has considered a |ien of cases in which, insimlar fact
situations, the doctrine of equitablelienwas involved as a basis for
uphol di ng I'i ens t hat were unperfected un bankruptcy. These cases set

forththerulethat where a creditor has done everything reasonabl e
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under the circunmstances to perfect itslienon avehicle prior to
bankruptcy but is prevented fromdoing so by a debtor's inproper
behavi or, the creditor shoul d not be penalized for the debtor's acti ons
and the creditor's lienwould, therefore, be valid agai nst the trustee

i n bankruptcy. See Matter of Rettig, 32 b.R 523 (Bankr. D. Del.

1983); Inre TrimlLean Meat Products, Inc., 10 B.R 333 (D. Del. 1981);

seealsolnre Solar Energy Sales and Service, Inc., 4 B.R 364 (Bankr.

D. Utah 1980).

Ot her courts, while notingthe existence of equitabl eliens under
state | aw, have rul ed that such I'i ens woul d nevert hel ess be subor di nat e
to the subsequent legal lien of the trustee as hypothetical |ien

credi tor under 8544(a). See Matter of Einoder, 55 B. R 319 (Bankr.

N.D. I'll. 1985); Inre Earl Roggenbuck Farns, Inc., 51 B.R 913 (Bankr.

E.D. Mch. 1985); Inre OP.M Leasing Services, Inc., 23 B.R 104

(Bankr. S.D. N. Y. 1982). Matter of Ei noder, |ike theinstant case,

i nvol ved a creditor's clai mof equitablelien against debtors acting as
trustee who, prior to bankruptcy, had prevented perfection of the
bank' s | i en by refusi ng t o execut e t he necessary docunents. The court
observed t hat such a fact scenari o could very well pronpt anlllinois
state court to find an equitable lien. The court concl uded:

"Were state lawal one control i ng, the Bank m ght
wel | succeed. Unfortunately for the Bank, this
is not the Illinois state court. It is the
Bankruptcy Court, and this is not anEri e cont ext
where state lawcontrols. [Citation.] Instead,
this is a claim asserted in the bankruptcy
context. Therefore, theissue becones, assum ng
t he Bank' s cl ai mof equitable liento bevalid
under Illinois law, how does that Illinois
equitabl e lien fare under t he Bankruptcy Code on
the facts of this case.” 55 B.R 319, 327.
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Analyzing theissueinterns of the policies and purpose of the
Bankr upt cy Code, the E noder court found that the bank's equitable |ien
coul d not survive inthe bankruptcy context, as debtors, by exercising
the trustee's avoi di ng powers under 8544(a), coul d defeat such an
unperfectedlieninterest. The court observedthat equitableliens
"[had] | ong been t he obj ect of scorn” i n bankruptcy fromthe tinme they

were "' declared to be contrary to the policy'" of bankruptcy | awunder
8§60(a) (6) of the old Bankruptcy Act. 1d. at 328. Article 9 of the
Uni f orm Conmrer ci al Code had

""turned the "equitable |iens" agai nst which

section 60(a)(6) was directed into "unperfected

security interests” whichthetrustee [could] in
any case set aside.'" 1d.

To uphol d such I'i ens i nthe bankruptcy context, the court stated, woul d
frustrate t he Bankruptcy Code policy of recogni zing only perfected
interests inproperty. TheE noder court concl uded, therefore, that
despite debtors' failureto cooperateinthe bank's attenpt to perfect
its lien, the Bank's lien nmust fall before the 8544(a) powers of
debtors acting as trustee on behalf of all unsecured creditors.
Li ke the court inEinoder, this Court finds no basis for uphol di ng
the Bank' s |ien here despitethe equities of its claimarisingfrom
debtor's actions in preventing perfection prior to bankruptcy. Because
of the speci al status of the debtor-in-possessioninthe bankruptcy
context and the i nef f ecti veness of equitabl eliens agai nst the avoi di ng
power s of such debtor-in-possession, it would be contrary totheletter

and pur pose of the Bankruptcy Codetolimt the powers of debtor-in-

possessioninthis way. Abankruptcy court's equitable powers do not



allowthe court to contravene clear statutory provisions. InrePirsig

Farms, Inc., 46 B.R 237 (D. Mnn. 1985); Inre International Gold

Bul | i on Exchange, Inc. Wiileit istrue that a bankruptcy court as a

court of equity may, under 8510(c), reorder priorities whenit finds a
clai mant not entitledto paynent, thisis not alicensetorewite
specific provisions of federal and state | awconcerni ng t he powers of

a debtor-in-possessionto avoidunperfectedliens. Seelnre Caris

Supermarket, Inc., 28 B.R 623 (Bankr. E.D. N. Y. 1983).

Debt or here, as hypothetical liencreditor, has authority to sell
the La Cross | owboy trailer free of the Bank' s unperfected lien andthe
Court, accordingly, overrules the Bank's objection to debtor's
application to sell personal property.

| T1 S ORDERED t hat t he Bank' s obj ectionto debtor's application

to sell personal property is OVERRULED.

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: June 24, 1988




