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Sureties that hold collateral for their accounts continue to face some unique issues in our
uncertain financial environment. Questions arise about the best form of collateral to take and the
best means to protect and acquire collateral to secure their bonds.

Letters of Credit Remain a Preferable Form of Collateral

During the savings and loan crisis of the late 1980’s, the FDIC and RTC, in several
isolated instances, refused to honor outstanding letters of credit upon their take over of certain
banks. The FDIC’s and RTC’s refusal to honor letters of credit resulted from application of the
D’Oench Duhme doctrine, named after a Supreme Court case, and later codified in 12 U.S.C. §
1823(e).> The doctrine provides that obligations that are not found in the records of the banking
institution (i.e., not susceptible to discovery during an audit) are not binding on the FDIC and
RTC as receivers. The Supreme Court in another decision also held that for purposes of FDIC
isurance a standby letter of credit that was backed only by a contingent promissory note is not
an insured deposit, which means a letter of credit holder might merely receive a pro-rata share of
a liquidated institution’s distribution to its uninsured and unsecured creditors.’

In the wake of the FDIC’s and RTC’s refusals to honor letters of credit, some sureties
decided to utilize different forms of collateral such as taking cash subject to the terms of cash
receipt agreements or security interests in certificates of deposit. However, these other types of
collateral create their own set of problems, and we believe letters of credit on balance are
preferable to these other forms of collateral.

Letters of credit are preferable to taking cash subject to the terms of cash receipt
agreements or security interests in certificates of deposit because the latter require approval of
the bankruptcy court, whereas letters of credit do not. Unlike cash receipt agreements or security
interests in CDs, letters of credit are independent obligations between the bank and the surety
that the surety can draw against without lifting the automatic stay. Thus, letters of credit are far a
more certain and administratively simple source of reimbursement or loss avoidance should the
principal file for bankruptcy relief. Moreover, in recent years banks have followed tighter rules

' This is a newsletter prepared by the attorneys at Leo & Weber, P.C. to inform and advise
existing and potential clients and is not intended for publication. This newsletter is not intended
as advice for any specific case or circumstance. If a reader has a specific case or circumstance to
which the information in this newsletter might apply, we recommend obtaining the advice of an
attorney regarding that specific case or circumstance.

2 D’Oench Duhme & Co. v. Federal Deposit Ins. Corp., 315 U.S. 447 (1942).

} Federal Deposit Ins. Corp. v. Philadelphia Gear Corp., 476 U.S. 426 (1986). A reading of the
suggests, however, that its holding is limited to where the letter of credit is secured by a
contingent liability. Where the letter of credit is a charge against the customer’s account or
secured by cash it may be an insured deposit liability.



that ensure letter of credit obligations appear as indebtedness against customers’ lines of credit.
This means the chances that a subsequent receiver can argue that the D’Oench Duhme doctrine
applies to letter of credit obligations of banks placed into supervision or receivership are less
pronounced today than they were in the 1980’s.

Of course, when deciding whether to utilize a letter of credit, it is important to assess the
strength of the principal’s bank. Whether one is underwriting a contract or commercial account,
the strength of the principal’s bank, the bank’s practices and the principal’s relationship with its
primary lenders should always be a factor in the underwriting decision. An angry, unresponsive
or bad bank can ruin an otherwise strong account.

A good private rating source for banks is bankrate.com. It is also worth noting that
federal and state governments have aggressively encouraged sales and assumptions of the assets
and obligations of troubled financial institutions to stronger institutions, and that has likely
strengthened the wherewithal tof existing banks to honor letters of credit.

Regardless of whether a surety takes cash, a security interest in property or a CD, or a
letter of credit as collateral, it is wise to have a collateral agreement or collateral receipt
agreement governing the use of collateral. This agreement ought to give the surety the broadest
rights and discretion over use of the collateral, without, where the collateral is a letter of credit,
creating any non-documentary conditions that might apply to the issuance of a sight draft. A
beneficiary of a letter of credit should avoid any side agreements that might condition the right to
issue a sight draft. The collateral agreement should also enumerate the categories of fees and
expenses to which the surety can apply the collateral. There are a number of jurisdictions that
require, for example, that the collection of attorneys’ fees by the surety must be expressly and
specifically authorized under the terms of an indemnity or collateral agreement for the surety to
recover those fees or use the collateral to pay those fees. Using the term “fees” in the agreement
might not be enough to authorize the application of collateral to “attorney’s fees.”

Other Strategies to Protect Collateral

Besides concerns over whether to utilize letters of credit as a preferred form of collateral,
other issues affecting the taking and keeping collateral have arisen in a fragile economic
environment. They include several issues that sureties can afford to ignore in more stable times,
but not now. Some of the problems encountered involve the failure of the traditional
underwriting transactional documents adopted by sureties to provide terms for better securing the
accounts. Other problems arise where sureties are reluctant to take firm steps to get to the head
of the line of the principal’s creditors.

A. The Fear of Preference Liability — Take the Money!!

Collateral provided to the surety within 90 days of the date that the principal then
becomes the subject of a bankruptcy proceeding may be subject to recovery by the principal’s
estate as a preference under section 547 of the Bankruptcy Code. This risk should never cause
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the surety to refuse to take collateral and start counting days until the transfer is free from the
risk it can be avoided as a preference. Always take the money or other collateral, but understand
that it might be subject to later recovery as a preference.

Some ask whether there is any way to structure the transfer of credit from the principal to
the surety so that even if the principal files within 90 days of the transfer, the transfer cannot be
recovered as a preference. Suggestions for disguising a potential preference include having the
principal obtain a letter of credit in favor of the surety as opposed to transferring cash, or
obtaining some other guarantee from a bank or individual in favor of the surety should the
collateral be recovered later as a preference. If the net effect of the transaction is the transfer of
property of the principal to the surety within 90 days of the date of a later petition by the
principal that causes the surety to recover more than it would have if the transfer was not made
and the principal sought Chapter 7 relief, no matter what artifice or transactional device is
employed to disguise the transaction, it is subject to avoidance as a preference.” Substance will
govern over form in determining the existence of a voidable preference. Despite this, it is neither
impolite nor foolish to take collateral that might later be recovered as a preference. Take it as
soon as possible so that you can start counting days earlier.

B. The Cancellation of Bonds — Commercial Accounts

Where a bond provides specific terms for cancellation, and a notice of cancellation is
issued before a principal becomes a debtor for a cancellation that does not become effective until
after the filing of the petition, that cancellation will still be effective notwithstanding the
intervening petition or the automatic stay. If the notice is the last act required for the unilateral
termination of the obligation by the surety, the automatic stay cannot halt the termination of a
contract.” This principle suggests that a surety facing significant risk should a principal be the
subject of a bankruptcy event ought to issue notices of cancellation to get off the account.
Should the principal file for relief before notices are sent, the cases appear to require the surety to
lift the automatic stay to then send the cancellation notices and terminate the bonds.® This
procedure could require months: 20 days for notice of a motion to lift the stay (Rule 2002),
hearing 30 days after the preliminary hearing for final relief (§ 362(e)), and then issuance of
notices, which for most commercial bonds requires 60 days’ notice to terminate. Should the
court not grant expedited relief, something a bankruptcy court would be disinclined to do for a
surety trying to cancel a debtor’s bond program, it could take 110 days after the filing of the
petition to terminate most commercial bonds. This assumes of course the bankruptcy court
grants this relief.

* In the Matter of Compton Corp., 831 F.2d 586 (5™ Cir.1987).
> In re Greenville American Litd. Partnership, 2000 WL 33710874, at *10 (D.S.C. 2000) (citing

cases); In re Lipscomb Farms, Inc., 90 B.R. 422 (Bankr.W.D.Mo. 1988).
6 See e.g., In re Advent Corp., 24 B.R. 612, 614 (Bankr.App. 1st Cir.1982) and In re RO.AM.,
Inc., 15 B.R. 616, 617 (Bankr.Nevada 1981) (where both courts held a cancellation of a surety
bond postpetition was proceeding against the debtor which violated the automatic stay).
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A strategy for a surety to obtain additional collateral is to issue notices of cancellation
and then rescind the notices upon the principal posting collateral for the account. The question
raised in adopting this procedure is whether the collateral transferred to the surety would be
subject to later recovery as a preference. There are defenses to preference claims set forth in the
Code, the most common defenses asserted by sureties being the contemporaneous exchange for
value defense’ and the ordinary course of business defense.® Forbearance is not considered new
value for purposes of applying the preference defenses, but the rescission of an absolute right to
terminate a bond or bonds would seem to be new value; the surety is going back on a risk it
could simply terminate.

There is no case addressing whether rescission of a cancellation is new value. But this
strategy has enabled sureties to obtain collateral that they are later able to retain in agreeing to
give post petition surety credit to the principal after the principal files for bankruptcy relief.

C. Indemnity Agreements— The Collateral Demand or
Demand to Segregate Contract Funds

The surety should consider making a collateral demand or demand to segregate funds as
early as possible if it believes the principal will imminently seek relief under the Bankruptcy
Code. Should posting collateral or segregating contract funds violate existing loan covenants
with the principal’s other lenders, there is no reason for not making the demand, which might
lead to some inter-creditor discussion about the principal’s continuing operations and workout of
the contract backlog. Making the demand and giving notice to other creditors of this demand
may help the surety argue that contract funds held by others are subject to the surety’s rights as a
subrogee of the obligee to use the funds to complete the work or of the claimants for payments
for labor and materials.

Some indemnity agreements impose conditions on the surety’s demand for collateral or
segregation of contract funds, such as, the principal be in default on one of its contracts for the
surety to demand segregation of contract funds, or that the collateral demand is limited to the
amount of claims received or reserves posted by the surety. The indemnity agreements that
provide that the surety has discretion to make these demands place the surety in a better position
to get collateral and claim contract funds.

Making the demand to segregate the contract funds or actually setting up a segregated
funds account may be crucial to the surety securing the right to apply those funds to the costs of
completing the bonded contracts. In a number of jurisdictions, notwithstanding the trust fund
language found in the indemnity agreements, or found in statutes relating to construction
activities, to assert an enforceable trust over contract funds may require that there be a de facto

7 11 U.S.C.A. § 547(c)(1)
® 11 U.S.C.A. § 547(c)(2)



trust, the actual segregation of the trust funds.’
D. Subordination Agreements

A surety underwriter may obtain a subordination agreement from a secured party as a
condition for writing an account or continuing to write an account. This is often done when an
individual or indemnitor that is the owner of a principal also holds a security interest in the
property of the principal. The purpose of the subordination agreement is to place the surety in
the front of the line as the first secured party in front of the lender or indemnitor from which or
from whom subordination is sought. In the event of a bankruptcy of the principal, the surety can
find itself in the driver’s seat of the case if it has subordinated all or part of the secured parties’
claims to its claims.

The problem with many subordination agreements used by underwriters in the industry is
that they only subordinate the claim of the secured party and do not grant or assign the powers to
the surety that the secured party possesses under the terms of loan documents. It is important for
the surety to include in its agreements the power to execute on its secured interest and to pursue
the full scope of remedies as a secured party. If the surety does not assume these powers and
remedies in the subordination agreement, and the subordinated secured parties dissent from the
surety’s later attempts to exercise its rights as a superior claimant, the absence of these provisions
can put the surety at some disadvantage and lead to delay in the exercise of its rights and pursuit
of recovery as the first secured party.

Conclusion

Early in the claim process, sureties need to assert the rights granted them under the
indemnity agreements and collateral documents to improve their position to avoid or reduce
losses. The claims representative should look at ways to eliminate exposure by pursuing
collateral and canceling bonds prior to the financial demise of the principal.

Moreover, the continued fragility of our economy should also cause sureties to review
and improve the transactional documents they use in underwriting. As we note, the indemnity
agreement can be improved to provide for the unconditional demand to segregate funds. Pledge
agreements will ensure that a surety’s rights to use cash it holds are recognized by the courts.
Subordination agreements adopted by underwriters can be improved to afford the surety a fuller
scope of remedies as do subordination agreements used by commercial lenders.

? See Whooping Creek Construction, LLC v. Bartow County Bank, 310 Ga. App. 690 (Ga. App.
Ct. 2011); In re Foam Systems Co., 92 B.R. 406 (B.A.P. 9t Cir.1988); Cotton States Mutual Ins.
Co. v. Citizens and Southern National Bank, 308 S.E.2d 199 (Ga. App. 1983).
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457 B.R. 452
United States District Court,
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Charlotte Division.

Stanley Marvin CAMPBELL, Appellant,
V.
The HANOVER INSURANCE COMPANY,
Appellee.

No. 3:10-CV-578—-GCM. | Sept. 22, 2011.

Synopsis

Background: Chapter 11 trustee brought adversary
proceeding to avoid, as alleged preference, debtor’s
purchase of letter of credit for benefit of insurer that
issued payment and performance bonds on debtor’s
behalf. The Bankruptcy Court granted insurer’s motion
for summary judgment on “earmarking” and
“contemporaneous exchange for mew value” defenses.
Trustee appealed.

Holdings: The District Court, “™ ¢ Mullen 1 “held that:

[ debtor did not have an interest in funds that were
loaned to it for specific purpose of purchasing letter of
credit (LOC) for insurance company which refused to
otherwise issue payment and performance bonds for
debtor’s government construction projects, and debtor’s
use of funds to purchase LOC as promised for benefit of
this insurance company was not preferential transfer, and
) insurer had complete “contemporaneous exchange for
new value” defense to cause of action to avoid LOC as
preferential.

Affirmed.

West Headnotes (12)

[1] Bankruptcy
__ Conclusions of law: ~ de novo review
Bankruptcy

~__Clear error

On appeal, bankruptcy court’s conclusions of
law are reviewed de novo and its findings of fact

12]

13]

[4]

151

for clear error. Fed.Rules Bankr.Proc.Rule 8013, 11 U.SC.A.

Bankruptcy

=Preferences

To prevail on preference claim, trustee bears
burden of proving that transfer was of “interest
of the debtor in property” ' V-S4 §3470)

Bankruptey

- Ownership of interest transferred

Under “earmarking” doctrine, when third party
makes loan to debtor so that debtor is able to
satisfy the claim of a designated creditor, loan is
not property of the debtor, there is no diminution
to estate, and transfer of funds to creditor is not
preferential. NLLSEA. B3,

Bankruptcy
_~__Ownership of interest transferred

Bankruptcy

=Preferences

Earmarking doctrine is inapplicable when
trustee can prove, by fair preponderance of
evidence, that what was transferred was in fact

property in which debtor had interest. '' VS48
547(b)

Bankruptey

-__Ownership of interest transferred

Chapter 11 debtor did not have an interest in
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funds that were loaned to it for specific purpose
of purchasing letter of credit (LOC) for
insurance company which refused to otherwise
issue payment and performance bonds for
debtor’s government construction projects, and
debtor’s use of funds to purchase LOC as
promised for benefit of this insurance company
was not preferential transfer, as not involving
“interest of the debtor in property,” though
creditor that made this special-purpose loan did
not itself purchase LOC, but deposited loan
proceeds in debtor’s account to allow debtor to

do so, thereby placing funds in debtor’s control.
11US.CA. § 547(b)

Federal Civil Procedure

- Admissibility

If party fails to object to inadmissibility of
evidence submitted by its opponent in summary
judgment proceedings, court may consider the
evidence; failure to raise issue in trial court
constitutes a waiver of objection for summary
judgment purposes.

Bankruptcy

~__Ownership of interest transferred

“Earmarking” doctrine is not limited in its
application only to direct payments to debtor’s

creditor by guarantor of debtor’s debt. ' VS48
547(b)

Bankruptcy

~.Contemporaneous character; ~time element

Insurance company to which debtor provided a
$1.375 million letter of credit (LOC) less than
90 days in advance of its Chapter 11 filing, in
order to convince insurer to issue payment and

performance bonds in face amount of
$7,889,350.86, which bonds enabled debtor to
obtain government contracts that enabled it to
earn well in excess of $1.375 million, had
complete “contemporaneous exchange for new
value” defense to cause of action to avoid LOC
as preferential, where bonds were issued the
same day that LOC was provided, as part of

substantially contemporaneous exchange of
value, 11 USTA.§ 547e)1)

Bankruptey

__Contemporaneous character; time element

Purpose of the “contemporaneous exchange for
new value” exception to preference statute is to
encourage creditors to deal with troubled
debtors without fear that they will have to

disgorge payments received for value given. '
U.S.C.A. § 547(c)(1)

Bankruptey

-~ Contemporaneous character; ~time element

Preference statute’s goal of protecting equality
of distribution among creditors is not harmed by
protecting contemporaneous exchanges for new
value from avoidance, because such exchanges
do not diminish size of estate. ' US4 § 347X,

Bankruptcy
<=Preferences
Party against whom recovery or avoidance is

sought under preference statute bears burden of
proving a statutory defense, ' US4 8347,

lawNext © 2012

homson Reuters. No claim to
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[12] Bankruptcy

=New Value

New value, such as may support
“contemporaneous exchange for new value”
defense to preference claim, can be provided by
lndJIeCt th]l'd party 11 U.S.C.A. § 547(c)(1)
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Opinion

ORDER

GRAHAM C. MULLEN Tv: . :
} , District Judge.

INTRODUCTION

Stanley Marvin Campbell (“Trustee”), Trustee in
Bankruptcy for ESA Environmental Specialists, Inc.,
appeals the Bankruptcy Court’s Order granting The
Hanover Insurance Company’s (“Hanover”) Motion for
Summary Judgment. Specifically, the Trustee claims that
the Bankruptcy Court erred in granting Summary
Judgment for Hanover based on the earmarking defense
and based on the new value defense. This Court holds
that the Bankruptcy Court was correct to grant Summary
Judgment in favor of Hanover. The Bankruptcy Court’s
order is therefore AFFIRMED.

BACKGROUND

ESA Environmental Specialists, Inc. (“ESA” or the
“Debtor”) was a full service environmental, construction,
architectural, and industrial engineering firm in the
business of providing services to third parties, including

governmental agencies. Debtor performed federal
construction jobs, each of which required Debtor to obtain

both a performance and a payment bond under the Miller
Act, 0USC.§3131

ESA obtained payment and performance bonds from
Hanover in the fall of 2006 in conjunction with eight
government contracts (the “Original Bonds”). In the
spring of 2007, due to Hanover’s concern with ESA’s
financial ability, Hanover refused to issue new bonds for
seven additional government projects (the “New Bonds™)
unless ESA did all three of the following (the
“Requirements™):

(1) paid the bond premiums for the New Bonds;

(2) obtained an irrevocable letter of credit in favor of
Hanover in the amount of $1,375,000 (the “Letter of
Credit”); and

(3) executed a Letter of Credit Collateral Agreement in
the form supplied by Hanover.

ESA could not commence work on the seven government
projects until the New Bonds were presented to the
requisite government agencies.

To obtain the Letter of Credit, ESA needed to post a
certificate of deposit with SunTrust Bank, which agreed
to issue the Letter of Credit. ESA discussed this bonding
issued with Prospect Capital (“Prospect”) and on May 7,
2007 ESA and Prospect entered into a First Amendment
to Credit Agreement. The purpose of the *455 First
Amendment was to advance $625,000 to the Debtor. On
May 17, 2007, ESA and Prospect entered into a Second
Amendment to Credit Agreement. The purpose of the
Second Amendment was to advance $950,000 to the
Debtor. Prospect then sent two wires to ESA’s bank
account, the first on May 8, 2007 in the amount of
$625,000 and the second on May 17, 2007 in the amount
of $925,000 (the “Prospect Funds™).

On May 17, 2007, ESA transferred $1,375,000 of the
Prospect Funds into a certificate of deposit with SunTrust
to collateralize the Letter of Credit. The Prospect Funds
were the only funds used by ESA to deposit into the
certificate of deposit. Subsequently, on May 18, 2007,
SunTrust issued the letter of credit to Hanover. Also on
May 18, 2007, ESA delivered the bond premiums and the
Letter of Credit Collateral Agreement to Hanover’s
agent, Knauff Insurance. This satisfied all of the
Requirements for issuance of the New Bonds and Knauff
delivered the New Bonds to ESA on May 18, 2007. ESA
then delivered the New Bonds to the government
agencies.

i Tyt
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On August 1, 2007, ESA filed a voluntary Chapter 11
petition with the Bankruptcy Court for the Western
District of North Carolina. After the filing of the petition,
Hanover drew on the Letter of Credit and received a
payment from SunTrust Bank in the amount of
$1,375,000.

On September 28, 2007, the Bankruptcy Court entered an
order approving the sale of substantially all of the assets
of ESA to Prospect Capital (or its designee). (Docket no.
141, 07-31532). The sale included an assumption and
assignment to Prospect Capital’s affiliate, ICS, of many of
the Hanover bonded contracts and the sale of all
avoidance actions under the Bankruptcy Code. ICS failed
to complete the Hanover bonded contracts which were
assigned and the Court entered an Order on February 15,
2008 permitting Hanover to exercise its rights as surety
to complete the jobs.

On July 10, 2009, the Bankruptcy Court entered a
“Stipulation between Chapter 7 Trustee and Prospect
Capital Corporation and Order Approving Stipulation”
(the “Stipulation”), which provided that the Trustee would
have standing to pursue avoidance actions (despite the
prior sale of such actions) with a split of any proceeds
(after payment of the Trustee’s fees and costs) in the
following percentages: 75% to Prospect and 25% to the
Trustee. (Docket No. 256, 07-31532). Additionally, the
Stipulation approved an unsecured claim to Prospect in
the amount of $11,775,000, which claim was entitled to
pro rata distribution along with other unsecured claimants
from the 25% recovery of the Trustee. The Bankruptcy
Court provided that the Stipulation must be served on all
parties in interest, who would thereafter have an
opportunity to object and request a hearing. Hanover
filed an objection to the Stipulation (Docket No. 266, 07—
31532), and the Bankruptcy Court continued a hearing on
the objection until the hearing on Hanover’s Motion for
Summary Judgment (Docket No. 13, 09-3143).

The Chapter 7 Trustee, subsequent to entry of the
Stipulation, filed an adversary proceeding against
Hanover of July 31, 2009, claiming that: (1) Hanover
was an indirect beneficiary of the transfer of the Prospect
Funds into the certificate of deposit and (2) the transfer of
the Prospect Funds was avoidable as a preferential
transfer under "' VS ¥ 347,

On November 3, 2010, the Bankruptcy Court entered an
Order granting summary judgment in favor of Hanover in
the adversary proceeding. (Docket No. 25, 09-3143). The
Bankruptcy Court held that Hanover was entitled to
summary judgment as a matter of law because ESA’s
transfer of the Prospect Funds into the *456 SunTrust
certificate of deposit was not an avoidable transfer under

370) First, the Bankruptcy Court found that Hanover
demonstrated that it had a complete earmarking defense
because the Prospect Funds were not property of ESA or
the bankruptcy estate and the Trustee failed to meet his
burden of proving under * 3470) that there was a “transfer
of an interest of the debtor in the property.” Second, the
Bankruptcy Court found that Hanover had a complete
new value defense because the transfer of the Prospect
Funds was: (1) a contemporaneous exchange for new
value given to ESA by Hanover in the form of the New
Bonds and the federal government contracts which ESA
was able to obtain and (2) a substantially
contemporaneous exchange under ' VS ¥ 347X,

The Trustee now appeals the Bankruptcy Court’s Order
granting Hanover’s Motion for Summary Judgment.

ANALYSIS
A. STANDARD OF REVIEW

' The Bankruptcy Court’s conclusions of law are

reviewed de novo and its findings of fact are reviewed for
. 7o 25 3 3 ir.2 )

clear error. In re Kielisch, 8 F-3¢313. 319 (4th Cir2001)

B. SUMMARY JUDGMENT

Summary judgment is appropriate when the pleadings,
depositions, answers to interrogatories, and admissions on
file, together with the affidavits, if any, show that there is
no genuine issue as to any material fact and that the
moving party is entitled to judgment as a matter of law.
Fed.R.Civ.P. 56(c); Celotex COl‘p. V. C[lfl‘eff, 477 U.S. 317, 323-25, 106
S.Ct. 2548. 91 L.Ed.2d 265 (1986) Rule 56 of the Federal Rules of Civil Procedure
applies to summary judgment in bankruptcy proceedings.
Fed R. BankrP. 7056 \When ruling on a motion for summary
judgment the court is required to view all inferences
drawn from the factual record in a light most favorable to
the nonmoving party. Matsushita Elec. Indus. Co. v.
Zenith Radio, 75 US- 57 587. 106 S.Ct. 1348, 89 LEd2d 538 (1986)
Once the moving party has made an initial showing that
there is no evidence to support the nonmoving party’s
case, the party opposing the motion “must do more than
simply show that there is some metaphysical doubt as to
the material facts.” /g™ *%¢ 196 S:Ct. 1345

C. THE EARMARKING DEFENSE

The Trustee appeals the Bankruptcy Court’s holding that
Hanover had a complete earmarking defense. Hanover
demonstrated that it had a complete earmarking defense
because the Prospect Funds were not property of ESA or
the bankruptcy estate and the Trustee failed to meet his

™ L. g ~d Alarl, e
. Government Works.
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burden of proving under ¥ **’® that there was a “transfer
of an interest of the debtor in property.” There was no
preferential treatment in fact for the transfer of the
Prospect Funds because it did not benefit Hanover out of
estate assets to the detriment of other creditors. Virginia

. 32 2 3
National Bank v. Woodson (In re Decker), 2° F24 836 (b
Cir.1964)

(21 B1 ¥ The Trustee bears the burden of proving that an
alleged avoidable transfer was a “transfer of an interest of
the debtor in property.” ' VS350 See giso In re Hood,
118 B.R. 417, 419 (Bankr.D.S.C. 1990). Under the earmarking dOCtrine,
which is a court fashioned doctrine, a third party makes a
loan to a debtor so that the debtor is able to satisfy the
claim of a designated creditor. Coral Petroleum, Inc. v.
Banque Paribas—London, 797 F.2d 1351, 1356 (5th Cir,l986). The
loan is not property of the debtor, there is no diminution
to the estate, and transfer of the funds to a creditor is not
preferential. /n re Hood, ''® BR 17 2 419920 ((iting
Mandross v. Peoples Banking Co. (In re *457 Hartley), **
F2d 1067 (6 G 1987y ‘The earmarking doctrine is inapplicable
when the trustee can prove, by a fair preponderance of the
evidence, that the doctrine does not apply “and that what
was transferred was in fact property in which the debtor

had an interest.” In re Safe-T Brake of South Florida, '*
B.R. 359, 365 (Bankr.S.D.Fla.1993)

The Fourth Circuit’s leading decision on the earmarking
doctrine is Virginia National Bank v. Woodson (In re
Decker), 329 F.24 836 (4th Cir.1964) 1y Decker, the debtor’s sister,
in exchange for an assignment of the debtor’s interest in
pool memberships, paid a sum of money to the bank in
satisfaction of the debtor’s overdraft obligations.
Subsequently, the debtor went into involuntary
bankruptcy, the trustee sued the bank for recovery of the
sum paid by the sister, and the district court ordered
turnover of the sum. The Fourth Circuit reversed, noting
that the sister’s payment “was made for the specific
purpose of paying at least a portion of a particular debt
owed to the bank ...” and that “as a general rule, such a
payment will not create a voidable preference
[because] there has been no diminution of the value of the
estate.” /d * ** The Circuit stated that “[t]he test is not
what the creditor receives but what the bankruptcy estate
has lost. It is the diminution of the bankrupt’s estate, not
the unequal payment to creditors, which is the evil sought
to be remedied by the avoidance of a preferential
transfer” 7d ™ % The Decker Court applied the
earmarking doctrine because the debtor’s sister insisted
that the loan proceeds be used solely to pay the bank that
was threatening her brother.

The payment in Decker, unlike the payments in this case,
were made directly by a third party to the creditor.
However, that fact is not determinative because other

courts have held that a transfer of loan funds is not
preferential even though the funds were placed into the
debtor’s account. See In re Superior Stamp & Coin Co.,
Inc,, 23 T34 1004, 1009 (9t Cir2000) (o ofer of Joan funds was
not preferential despite funds being placed into debtor’s
bank account; the fact that debtor “may have had the
power to divert the loan after it was deposited into [the
debtor’s] account does not amount to ‘control’ of the
funds by [the debtor]”); see also Coral Petroleum, ”” *2¢*
133 («If al] that occurs in a transfer is the substitution of
one creditor for another, no preference is created because
the debtor has not transferred property of his estate; he
still owes the same sum to a creditor, only the identity of
the creditor has changed”).

B3I Appellant first argues that the Bankruptcy Court erred
in granting summary judgment for Hanover because the
antecedent debt requirement is not present in this case. In
support of this argument, the Trustee claims that Decker
did not recognize earmarking in the context present in this
case because Decker was decided under section 60 of the
former Bankruptcy Act and never specifically discussed
earmarking as a defense to a preference. The Trustee
further argues that there is a dispute as to whether the
earmarking defense applies in this case because the source
of the funds is not a guarantor. Appellant errantly asserts
that the Fourth Circuit’s failure to decide any earmarking
case means that the elements of the defense have not been
established in the Circuit. Therefore, Appellant argues
that this Court should adopt tests articulated by other

jurisdictions in either /n re Bohlen Enterprises, Ltd., B
2 ir. 19 : 2. .R. 807 <rtcy.D.Me.
F.24 561 (B Cir1988) (i 1y e Adms, 240 BR 307 (Bhrtey D Me.1999)

This Court disagrees with Appellant’s initial argument
because it is clear that the Fourth Circuit did adopt and
recognize the *458 earmarking defense in Decker.
Additionally, the fact that Decker was decided under
section 60 of the former Bankruptcy Act does not
persuade this Court to adopt Appellant’s argument
because numerous courts recognized the -continuing
validity of Decker under the Bankruptcy Code. See
Hartley, % F24 2 1970 (following Decker and holding that
payment of funds to creditor was only voidable to the
extent of value of security debtor gave third party in
exchange for transfer); see generally Active Wear, Inc. v.
Parkdale Mills, Inc., 3! BR 669 671 (W.D.Va2005) (citing five
circuit courts of appeal which relied upon Decker since
passage of the Bankruptcy Code). Thus, this Court refuses
to follow Appellant’s request to disregard Fourth Circuit
precedent in favor of relying on tests articulated by Courts
outside of this jurisdiction.

Second, Appellant argues that the Bankruptcy Court erred
in granting summary judgment for Hanover because the
earmarking defense does not apply when unsecured debt
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is replaced by secured debt. In support of this position, the
Trustee argues that the secured advance to ESA by
Prospect Capital substituted ESA’s unsecured obligation
to Hanover for ESA’s new secured obligation to Prospect
Capital. Appellant argues that an unsecured claim was
replaced by a secured claim to the detriment of ESA’s
unsecured creditors thereby reducing the amount of
property available to the unsecured creditors.

Again, Appellant’s argument fails because Prospect did
not receive any new collateral or security from ESA in
exchange for the Prospect Funds. ESA gave no new
security or collateral to Prospect and thus no new secured
debt was incurred by ESA. It follows that there was no
diminution of ESA’s estate and no preferential transfer
which can be avoided against Hanover. Under the Fourth
Circuit’s ruling in Decker, Hanover, at most, could be
held liable only for returning the value of any security
given to Prospect in exchange for the Prospect funds. See
In re Decker, *2 F-24 2840 (remanding a portion of the case
for determination by the District Court of the value of the
swimming pool rights transferred from the debtor to the
third party in exchange for the third party’s payment to
the creditor on behalf of the debtor, because the
swimming pool rights may actually have been of value to
the bankrupt’s estate).

Third, Appellant argues that the earmarking defense does
not apply because the debtor possessed and controlled the
funds. In support of this position the Trustee asserts that:
(1) a total of $1,575,000, only $1,375,000 of which was
used to acquire the deposit securing the letter of credit,
was advanced to ESA; (2) Hanover’s submissions show
ESA’s control over the funds; (3) the funds were in ESA’s
control and possession for ten days prior to the date ESA
collateralized the bonds with the letter of credit; and (4)
the Credit Agreement between ESA and Prospect
amounted to an unconditional loan.

Appellant’s argument again fails. The fact that the funds
were in ESA’s account is not determinative because other
courts have held that a transfer of loan funds is not
preferential even when the funds were placed into the
debtor’s account. See In re Superior Stamp & Coin Co.,
1’70” 223 F.3d 1004, 1009 (9th Cir.2000) (transfer Of loan funds was
not preferential despite funds being placed into debtor’s
bank account; the fact that debtor “may have had the
power to divert the loan after it was deposited into [the
debtor’s] account does not amount to ‘control’ of the
funds by [the debtor]”); see also Coral Petroleum, ™’ 4™
133 («If al] that occurs in a transfer is the substitution of
one creditor for another, no preference is created because
*459 the debtor has not transferred property of his estate;
he still owes the same sum to a creditor, only the identity
of the creditor has changed”). Furthermore, the factual

evidence considered by the Bankruptcy Court in its
summary judgment ruling clearly shows that the Prospect
Funds were given, not as an unconditional loan, but rather
to fund costs associated with entering into and fulfilling
government contracts. Under the circumstances facing it,
ESA could not enter into and fulfill government contracts
without using the Prospect Funds for funding the
certificate of deposit to collateralize the letter of credit.

Fourth, Appellant argues that there is a dispute of material
fact concerning the earmarking defense. In support of this
position, the Trustee claims that the Bankruptcy Court,
facing competing affidavits, cannot grant summary
judgment on the face of conflicting affidavits because a
determination of credibility is required. See Davis v.
Zahradnick, 6 24 438 460 G Crl9D). g, erican Metal
Forming Corp. v. Pittman, 2 F3¢ 0% 507 (ith Cir1995)
Appellant claims that the Bankruptcy Court did not hear
evidence to determine credibility of various affiants and
thus, the Trustee claims that the evidence before the
Bankruptcy Court was in conflict.

Again, Appellant’s argument fails. The affidavits relied
on by the Bankruptcy Court are not in conflict. Rather,
both the Declaration of Charles Cole, former CEO of
ESA, and the affidavit of John Francis Barry III, CEO of
Prospect Capital, show that ESA and Prospect were aware
that the Prospect Funds would be used to fund the
certificate of deposit to collateralize the letter of credit
and that the funds were advanced for this purpose. The
fact that the language in the Cole Declaration is not
identical to the language in the Barry Affidavit does not
create a genuine dispute of material fact when both sworn
documents clearly show that ESA would use the Prospect
Funds to fund costs associated with entering into and
fulfilling government contracts. As stated previously in
this Order, ESA could not enter into and fulfill
government contracts without using the Prospect Funds
for funding the certificate of deposit to collateralize the
letter of credit.

6] Fifth, Appellant argues that the Bankruptcy Court erred
in considering matters from the underlying bankruptcy
case, including the statement of Prospect’s Counsel as
evidence of earmarking. This argument is without merit
because it was not made before the Bankruptcy Court and
Appellant failed to raise any objection to the Bankruptcy
Court’s consideration of this matter. A party must timely
raise an objection to a court’s consideration of the
evidence in order to preserve that issue for appeal. “If a
party fails to object to the inadmissibility of evidence
submitted by its opponent in the summary judgment
proceedings, the court may consider the evidence. The
failure to raise the issue in the [trial] court constitutes a
waiver of objection for purposes of summary judgment.”
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Moore’s Federal Practice § 56.91[7] (3rd ed. 2011); see
also "*E15 The Fourth Circuit follows this standard.
See Waste Management Holdings, Inc. v. Gilmore, Eerae
316 (4 Cir200D) © Also, it worth noting that the Appellant
would like this Court to overturn the Bankruptcy Court
because of its consideration of the statement of Prospect’s
Counsel, but at the same time Appellant sees no problem
in the Bankruptcy Court considering similar statements
cited to and discussed by Appellant in aid of his own
position. Appellant cannot raise the issue of the
Bankruptcy Court’s consideration of matters from the
underlying bankruptcy case for the first time on appeal
because this argument *460 was not made before the
Bankruptcy Court and thus, it has been waived.

Sixth, Appellant argues that the Bankruptcy Court erred
by assigning the Trustee with the burden of proof on
earmarking. This argument is without merit and is not
worth addressing in detail because the Bankruptcy Court
concluded that “Hanover has demonstrated that it has a
complete earmarking defense.” (Docket No. 25, 09—
3143). Although there is a split of authority regarding the
formulation of the burden of proof on the earmarking
defense that has not been addressed by the Fourth Circuit,
the Bankruptcy Court’s own language in its order clearly
showed that, even if the burden shifted, Hanover met that
burden.

7l Finally, the Appellant argues that the Bankruptcy Court
erred in finding that Hanover had a complete earmarking
defense because the earmarking defense is not applicable
to the facts of this case. The Trustee claims that the
Fourth Circuit never sanctioned the use of the earmarking
defense outside of the context of a payment directly from
a guarantor to a third party creditor because Appellant’s
characterization of Decker, 32 F24 836 (4th Cir1964) 3o that the
case involved a direct payment from a guarantor to a
creditor without passing through the debtor’s estate. Thus,
Appellant argues that the Bankruptcy Court for the
Western District of North Carolina has taken it on its own
initiative to grossly expand the law by permitting an
earmarking defense outside of the direct payment by a
guarantor context.

Appellant’s argument that the Bankruptcy Court
expanded the law by permitting an earmarking defense
outside of the direct payment by a guarantor context is
erroneous and deceptive. The words “guarantor” or
“guarantee” never appear in the Fourth Circuit’s Decker
opinion. In fact, the payments at issue in Decker came
from the debtor’s sister who had no relationship to the
underlying bank overdrafts. The sister never was a
guarantor and she never guaranteed her brother’s debts
with the bank. It is crystal-clear that the sister was not a
guarantor because the Fourth Circuit stated, when then the

sister covered the debtor’s overdrafts, that “[t]his was the
first contact had by any representative of the bank with
Vivian Decker concerning this particular transaction and
it does not appear that any inquiry was made by the bank
employee at that time, or subsequently, as to the nature of
the transaction between Decker and his sister.” Decker, 2
F2d at 8% The Fourth Circuit applied the earmarking
doctrine outside of the guarantor context in Decker and
thus, the Bankruptcy Court properly applied that
precedent to the case at hand.

In sum, this Court finds no clear error in the factual
conclusions reached by the Bankruptcy Court underlying
its decision that Hanover has a complete earmarking
defense. The Prospect Funds were not the property of
ESA or of the bankruptcy estate and the Trustee failed to
meet his burden of proving under ¥ **"® that there was a
transfer of an interest of the debtor in property.
Furthermore, this Court, reviewing the law de novo, finds
that Decker recognizes the existence of the earmarking
defense in the Fourth Circuit and that Hanover has a
complete earmarking defense as a matter of law. At the
summary judgment stage, the Trustee may not rest on his
pleadings, but must demonstrate that specific material
facts give rise to a genuine issue. Celotex Corp. v. Catrett,
477 U.S. 317, 324, 106 S.Ct. 2548, 91 L.Ed.2d 265 (1‘)86). Once the moving
party has made an initial showing that there is no
evidence to support the nonmoving party’s case, the party
opposing the motion “must do more than simply show
that there is some metaphysical doubt as to the material
facts.” Matsushita *461 Elec. Indus. Co. v. Zenith Radio,
473 U5 at 386, 106 S.CL 1348 The Appellant failed to demonstrate
the existence of specific facts giving rise to any genuine
issue regarding the earmarking defense that would
preclude the Bankruptcy Court from granting summary
judgment in favor of Hanover.

D. THE NEW VALUE DEFENSE

B The Trustee appeals the Bankruptcy Court’s ruling that
Hanover has a complete new value defense. Hanover
demonstrated that it had a complete new value defense
because the transfer of the Prospect Funds was: (1) a
contemporaneous exchange for new value given to ESA
by Hanover in the form of the New Bonds and the
federal government contracts which ESA was able to
obtain and (2) a substantially contemporaneous exchange
under ' USC 8 3D The Appellee met its burden of
proving new value in excess of the amount of the
Prospect Funds by showing that ESA received the New
Bonds in the total face amount of $7,889,350.86 and by
showing that the New Bonds facilitated ESA’s ability to
proceed with new government contracts and earn revenue
in excess of $1,375,000.
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BF 1O M1 The new value defense is enunciated in the
Bankruptcy Code at ' U5 ¥ 3470 which states that a
bankruptcy trustee cannot recover an alleged preferential
transfer if the transfer was “(A) intended by the debtor
and the creditor to or for whose benefit such transfer was
made to be a contemporaneous exchange for new value
given to the debtor; and (B) in fact a substantially
contemporaneous exchange.” The purpose of the new
value defense is “to encourage creditors to deal with
troubled debtors without fear that they will have to
disgorge payments received for value given.” United
Rentals, Inc. v. Angell, > T34 523 329 (4th Cr2010) (citation
omitted). ¥ **"“ was designed to address the problem
that those on the verge of bankruptcy still need to buy
things. /d  (citations omitted). Furthermore, the
preference section’s goal of protecting the equality of
distribution among the creditors is not harmed by
protecting contemporaneous exchanges for new value
from avoidance because such exchanges do not diminish
the size of the debtor’s estate. /d. (citation omitted). “The
party against whom recovery or avoidance is sought bears
the burden of proving a * **" defense.” 7d. * "

Appellant’s argument, that the Bankruptcy Court erred in
finding that Hanover had a complete new value defense,
is premised on the position that Hanover failed to meet
its burden of proving the amount of the new value. In
support of his position, the Trustee claims that neither the
face amount of the New Bonds nor the expected revenue
from government contracts were new value because
Hanover did not provide these items to ESA in exchange
for the $1,375,000 Letter of Credit. The Trustee argues
that Hanover could not give ESA more than $1,375,000
in value because Hanover charged only $74,071 for
premiums on the New Bonds. Further, Appellant claims
that the Letter of Credit was not supplied solely as
security for the New Bonds because the Letter of Credit
Agreement expressly covers “any other obligations” and
therefore, there is no evidence establishing a value for the
portion of the Letter of Credit attributable to the New
Bonds and the portion attributable to the Old Bonds. In
sum, the Trustee argues that the only evidence of value is
the $74,071 premium for the New Bonds.

121 Appellant’s argument fails because Hanover did meet
its burden of proof as to the new value defense under *
M %462 United Rentals, >°* T3¢ 3! Hanover
presented significant evidence of new value to the
Bankruptcy Court including the total face amount of the
New Bonds ($7,889,350.86), the awarding to ESA of
seven government jobs (valued at $3,944,675.43) due to
ESA’s receipt of the New Bonds, and the fact that the
New Bonds provided ESA the ability to proceed with
new government contracts and to earn revenues in excess

were not provided to ESA by Hanover does not further
Appellant’s position because federal courts recognize that
new value can be provided by an indirect third party. See
Collier on Bankruptcy § 547.04[1][c] (“Payment to a
creditor may be exempt from avoidance as a preference
if the debtor receives contemporaneous new value from a
party other than the creditor.”); see also In re Microwave
PI'OdZ(CtS ofAmerica, [I'YC., 118 B.R. 566, 572 (Bankr.W.D.Tenn.1990): n
re Kumar Bavishi & Associates, °% F24 %4 Crd Cir1990). 1, 1.0
Gem Constr. Corp. of Virginia, ** BR 68 6
(BankrED.Va.2000) Here ESA received contemporaneous new
value directly attributable to Hanover’s issuance of the
New Bonds. Moreover, Appellant’s position that the
value of the New Bonds was the premiums which ESA
paid for them is erroneous because the premiums were
charged by Hanover when it received as security a
$1,375,000 Letter of Credit. Finally, testimony of Mr.
Cole illustrated that the government contracts obtained by
ESA would allow ESA to earn at least $1,375,000 in
revenue.

This Court finds no clear error in the factual conclusions
reached by the Bankruptcy Court underlying its decision
that Hanover has a complete mew value defense.
Hanover did prove that it gave a contemporaneous
exchange for new value to ESA in the form of the New
Bonds and the federal government contracts which ESA
obtained and performed after receipt of the New Bonds.
Additionally, Hanover demonstrated that a substantially
contemporaneous exchange was made under '’ USC ¥
370 because the Letter of Credit was provided to
Hanover on the same date that Hanover gave ESA the
New Bonds. After a de novo review of the law regarding
the new value defense, this Court is satisfied that the
Bankruptcy Court was correct to hold that Hanover
demonstrated a complete new value defense as a matter
of law. Moreover, the Bankruptcy Court noted that the
Trustee did not present evidence contesting the fact that
the exchange was a contemporaneous exchange for new
value. At the summary judgment stage, the Trustee may
not rest on his pleadings, but must demonstrate that
specific material facts give rise to a genuine issue. Celofex
COI'p. V. Cal‘l'elt, 477 U.S. 317, 324, 106 S.Ct. 2548, 91 L.Ed.2d 265 (1986)'
Once the moving party has made an initial showing that
there is no evidence to support the nonmoving party’s
case, the party opposing the motion “must do more than
simply show that there is some metaphysical doubt as to
the material facts.” Matsushita Elec. Indus. Co. v. Zenith
Radio, ¥75 US. at 586, 106 S.Ct. 1348, Ty Appellant failed to
demonstrate the existence of specific facts giving rise to
any genuine issue regarding the new value defense that
would preclude the Bankruptcy Court from granting
summary judgment in favor of Hanover.

of $1,375,000. The fact that the government contracts
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CONCLUSION

The Court is satisfied that the Bankruptcy Court made no
clear error in any of its factual conclusions. Upon a
review of the applicable law, the Court is satisfied that
Hanover is entitled to summary judgment and that
Hanover demonstrated that it has both a complete
earmarking defense and a complete new value defense.
Accordingly, the Bankruptcy Court’s order *463 granting

summary judgment to Appellee is AFFIRMED.

IT IS SO ORDERED.
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