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WALKER, Circuit Judge:

Plaintiff Geb Ainka, the trustee for debtor Kelton Mdtors, Inc.

("Kelton Modtors"), appeals from an order of the United States
District Court for the District of Vernont (J. Garvan Murtha, Chief
District Judge ) that affirmed the judgnent of the United States
Bankruptcy Court for the District of Vernmont (Francis G Conrad,
Bankruptcy Judge ). On appeal, dinka contends that the proceeds
of two loans nmade by defendant Bank of Vernont, totaling
$2, 948, 255. 52, constitute a preferential transfer under 11 U S. C
8§ 547(b). The Bank of Vernont argues that no preferential transfer
occurred because (1) the |oan proceeds were never part of Kelton
Motors's estate and (2) even if they were part of the estate, the
| oan proceeds were earnarked for the paynent of other creditors.

W affirmin part, and vacate and remand in part.

BACKGROUND



Starting with a single General Mdtors truck franchise in the m d-
1950s, Carl "Charlie" Kelton, largely through acquisitions of other
deal erships, built his network of deal erships into the | argest one
in Vernont. In the course of acquiring his enpire, however,
Charlie Kelton and Kelton Motors incurred a | arge debt, and in 1988
Kel ton Motors becane financially distressed.

*24 In February 1988, Charlie and his wife Shirley opened a
checki ng account at the Bank of Vernont on behalf of Charlie Kelton
Chrysler Plynouth Dodge of Brattleboro, Inc. (the "Brattleboro
Deal ership"). After a period of tine, however, they began to use
the account for other Kelton corporations, including the debtor.
In July 1988, Kelton Mdtors deposited into the account nunerous
checks drawn on other accounts belonging to other corporations
owned by Charlie. The Bank of Vernont then granted Kelton Mtors
provi sional credits based on these deposits. At the sane tine,
nunmer ous checks were witten against the account, draw ng agai nst
the provisional credits. The Bank of Vernont's decision to grant
the provisional credits proved to be unwise: many of the checks
deposited into the account were not paid because they were drawn on
accounts el sewhere that had insufficient funds. As a result, by
July 26, 1988, the account had a negative bal ance of $3, 679, 427. 18.
On that sane date, the Bank of Vernont brought an action in Vernont
Superior Court to recover the overdrafts nam ng as defendants the
Brattl eboro Deal ership, the debtor Kelton Mtors, Charlie and
Shirley Kelton, the other Kelton corporations, and R chard A
Crate, who was a signatory on the account at the bank. Al so on
that date, the court granted the Bank of Vernont an ex parte
attachnment against all the naned defendants.

I mredi ately after the suit was filed, Charlie Kelton entered into
negotiations with the Bank of Vernont to resolve the dispute.
Si mul t aneousl y, Charlie approached Lydonvill e Savi ngs Bank ("LSB") -
-an institution with which Charlie and Kelton Mdtors had a | ong-
standing relationship--to obtain a $3,000,000 [oan to repay the
Bank of Vernont. Although LSB refused to nake a loan directly to
Charlie due to his insufficient assets, LSB agreed to make two
ot her | oans, in the amunt of $1, 500,000 each. The first |oan was
made on July 28 to Alfred and Carol Kelton (the "Kelton Loan").
Alfred and Carol Kelton are relatives of Charlie but have no
interest in any Kelton corporation. The Kelton Loan was evi denced
by a prom ssory note. In addition, the Kelton Loan was secured by
a nunber of nortgages owned by or given by Charlie and Shirley
Kel t on, nortgages on various ot her deal ershi ps owned by Charlie and
Shirley Kelton, and property owned by Kelton Motors. The
bankruptcy court found that the total value of the security for the
Kelton Loan was $1,998,169.27, with the property owned by Kelton



Mbtors worth $18, 645.

LSB nade the second | oan on July 29 to Raynond, Janice, and Peter
Jasmn (the "Jasm n Loan"). The Jasmns are friends of Charlie
Kelton and al so have no interest in the Kelton corporations. The
Jasmin | oan was collateralized by a commercial property owned by
the three Jasm ns; no property of Kelton Mtors, Charlie Kelton,
or Shirley Kelton was used as security. In a witten docunent
dated that sane day (the "July 29 Docunent"), however, the Jasm ns
instructed LSB to pay the proceeds of the loan "as directed by
[Charlie] Kelton."

On August 1, 1988, the Bank of Vernont, the Brattleboro
Deal ership, Charlie Kelton, and Shirley Kelton entered into a
settl ement agreenent whereby, in exchange for the proceeds of the
two | oans, the Bank of Vernont agreed to dismiss the state court
action with prejudice. That sane day, LSB issued two treasurer
checks, made payable to Kelton Mdtors, reflecting the proceeds of
t he | oans. At the closing, the attorney for LSB produced the
checks. Charlie Kelton then endorsed the checks as the agent of
Kelton Mbtors and they were delivered to the Bank of Vernont.

[1] On Cctober 27, 1988, an involuntary bankruptcy petition was
filed for Kelton Mdtors. The case subsequently was converted to a
Chapter 7 liquidation and Ginka was appointed trustee. On Mrch
3, 1990, the trustee filed this adversary proceedi ng, clai m ng that
t he paynment of the | oan proceeds constituted either a fraudul ent
conveyance or a preferential transfer. |In Cctober 1991, the Bank
of Vernont noved for sumrmary judgnent and, after an initial denial,
renewed the notion in Decenber 1992. The bankruptcy court, in a
witten decision, granted in part and denied in part the renewed
notion. dinka v. Bank of Vernmont (In re Kelton Mdtors, Inc.), 153
B.R 417 (Bankr.D.Vt.1993) ("Kelton Motors | "). After *25 a bench
trial on January 19 and 20, 1995, the bankruptcy court concl uded
that the trustee had failed to prove that Kelton Mdtors had a
property interest in the |oan proceeds. Al ternatively, the
bankruptcy court found that even if such a property interest
exi sted, no preference existed because the Bank of Vernont had
established a valid defense under the so-called "earmarking
doctrine." Under the earmarking doctrine, where athird party | ends
noney to a debtor for the purpose of paying a specific creditor,
the loan is not a preferential transfer. Instead the third party
sinply is substituted for the original creditor. See Inre Smth,
966 F.2d 1527, 1533 (7th Gr.) (describing the earmarking
doctrine), cert. dismssed, 506 U S 1030, 113 S. . 683, 121
L. Ed. 2d 604 (1992); Coral Petroleum 1Inc. v. Banque Paribas-
London, 797 F.2d 1351, 1355-56 (5th G r.1986) (sane); cf. Snyth v.



Kaufman (Inre J.B. Koplik & Co.), 114 F.2d 40, 42-43 (2d G r.1940)
(concluding that wunconditional l|oans to <creditor were not
ear mar ked) .

Ginka appealed to the district court, which affirned in a
reported opinion. See 188 B.R 125 (Bankr.D.Vt.1995) ("Kelton

Motors Il "). The district court agreed with the bankruptcy court
that the trustee had failed to "neet his burden of denpbnstrating
the debtor's interest in these funds.” Id. at 129. G i nka now

appeal s the district court's judgnent, again asserting that Kelton
Motors had a valid interest in the |loan proceeds and that the
ear mar ki ng doctrine does not apply.

DI SCUSSI ON

[2][3] "Qur review of the orders of district courts in their
capacity as appellate courts in bankruptcy cases is plenary.”
South Street Seaport, Ltd. v. Burger Boys, Inc. (In re Burger Boys,
Inc.), 94 F.3d 755, 759-60 (2d G r.1996) (quotation omtted).
Therefore, we reviewthe district court's determ nations of |aw de
novo and its determ nations of fact for clear error. Id.

Al t hough the trustee's conplaint in the bankruptcy court sought to
recover the proceeds of the Kelton and Jasnmin Loans as both a
fraudul ent conveyance and a preferential transfer, on appeal the
trustee only asserts his preferential transfer claim Section
547(b) of the Bankruptcy Code provides that

the trustee may avoid any transfer of an interest of the debtor
in property--

(1) to or for the benefit of a creditor;

(2) for or on account of an antecedent debt owed by the debtor
bef ore such transfer was made;

(3) made while the debtor was insolvent;

(4) made- -

(A) on or within 90 days before the filing of the petition; or
(B) between ninety days and one year before the date of the filing
of the petition, if such creditor at the tine of such transfer was
an insider; and

(5) that enables such creditor to receive nore than such creditor
woul d receive if--

(A) the case were a case under chapter 7 of this title;

(B) the transfer had not been nade; and

(C such creditor received paynent of such debt to the extent
provi ded by the provisions of this title.

11 U.S.C. 8§ 547(b). The Bank of Vernont contends, and the | ower
courts agreed, that no voidable preferential transfer occurred in
this case because the | oan proceeds were never the property of



Kelton Mdtors, and therefore there was never a "transfer of an
I nterest of the debtor in property.”

[4][5] The Suprene Court has stated that the phrase "property of
the debtor"” can be "best understood as that property that would
have been part of the estate had it not been transferred before the
commencenent of bankruptcy proceedings.” Begier v. IRS, 496 U S.
53, 58, 110 S.C. 2258, 2263, 110 L.Ed.2d 46 (1990). Thus, the
trustee may only seek to reach those |legal or equitable interests
that the debtor woul d have held at the time of the petition but for
the debtor's transfer of those interests. We determ ne what
constitutes a legal or equitable interest by | ooking to applicable
state law. Barnhill v. Johnson, 503 U.S. 393, 398, 112 S.C. 1386,
1389, 118 L.Ed.2d 39 (1992); In re Smth, 966 F.2d at 1530.

*26 Neither the Jasmin Loan nor the Kelton Loan was made directly
to Kelton Motors. Nonethel ess, on appeal the trustee nakes three
principal argunments in favor of characterizing both |oans as
property of the debtor's estate: (1) the checks representing the
proceeds of both the Jasm n and Kelton Loans were nmade payable to
Kelton Mdtors and were endorsed by Charlie Kelton as Kelton
Motors's agent; (2) the Jasmins instructed LSB to pay the Jasmn
Loan "as directed by" Charlie Kelton; and (3) Kelton Mtors and
ot her Kel t on- owned corporations secured the Kelton Loan. W addr ess
each of these argunments in turn.

| . The Loan Checks

The trustee first contends that the treasurer checks, which
represented the proceeds of the two | oans and were produced at the
cl osing on August 1, were property of the estate because they were
made payable to Kelton Motors and were endorsed by Charlie Kelton,
acting as Kelton Mditors's agent, at the closing. W disagree.

[6][ 7] Under applicable Vernont |aw in 1988--the original version
of Article 3 of the Uniform Commercial Code--only a holder of a
negoti abl e i nstrument could enforce its paynent. [FN1] WM. Stat.
Ann. tit. 9A, 8 3-301 (1966) ( "The hol der of an instrument whet her
or not he is the owner nmay transfer or negotiate it and, except as
ot herwi se provided in section 3-603 on paynent or satisfaction
di scharge it or enforce paynent in his own nane."); MIler v.
Merchants Bank, 138 Vt. 235, 415 A . 2d 196, 199 (1980) ("[I]t is
only a holder who can enforce paynent on the instrunent....").
Vernont law in 1988 stated that a " '[h]older' neans a person who
is in possession of ... aninstrunent ... drawn, issued or indorsed
to himor to his order or to bearer or in blank."™ WVt. Stat. Ann.
tit. 9A § 1-201(20) (1966); MIller, 415 A 2d at 199 ("[T]o



qualify as a holder one nust have possession of the instrunent
M) see also State v. Kanuda, 98 Vt. 466, 129 A 306, 309
(1925) (noting that under Vernont |aw possession is presunptive
evi dence of ownership). Thus, because there is no dispute here
that the checks were drawn to Kelton Mdtors, it was a hol der--and
therefore entitled to enforce paynent of the checks--only if Kelton
Mot ors was ever in possession of the checks.

FN1. Vernont has since adopted the revised 1990 version of
Article 3. See Vt. Stat. Ann. tit. 9A 8§ 3-101 (Supp.1994).

The Uniform Commercial Code nowhere defines "possession.” See
First Nat'|l Bank v. Lanoni Livestock Sales Co., 417 N. W 2d 443, 447
(lowa 1987). Accordingly, we |ook to other sources for the neaning

of "possession,"” insofar as that termis used in § 1-201(20). It
i s hornbook |aw that "[p]ossession of personal property involves
the power to control and the intent to control.” 63A Am Jur.2d

Property 8§ 35, at 267 (1984) (footnote omtted); see 73 C. J.S.
Property 8 28, at 218 (1983) ("A person is in possession of a
chattel when he has physical control of a chattel with the intent
to exercise that control.") (footnote omtted).

[ 8] Although Vernont courts have never addressed specifically the
requirenent of an intent to control in the civil context, many
courts have. See, e.g., Warren v. Yocum 223 N.W2d 258, 260 (Ilowa
1974) (" Possession involves power of <control and intent to
control." (quotation omtted)); Baltinore Gas & Elec. Co. v. Lane,
338 Md. 34, 656 A 2d 307, 312 (1995) ( "Possession involves both
the present intent to control the object and sone ability to
control it."); New England Box Co. v. C & R Const. Co., 313 Mass.
696, 49 N E. 2d 121, 130 (1943) ("A person is in possession of a
chattel if he has control of it and intent to exercise such
control."); Yarbrough v. John Deere |Indus. Equip. Co., 526 S.W2d
188, 191 (Tex.Civ.App.1975) (also quoting Restatenent of Torts 8§
216). Gven that previously we have noted that, in the crimnmna
context, "in Vernont, as elsewhere, unhindered possession of an
item particularly when acconpanied by use of the item as one's
own, is strong evidence of ownership,”" Danon v. Secretary of
Heal th, Educ. & Wlfare, 557 F.2d 31, 34 (2d Cr.1977) (citing
cases), we easily conclude that in Vernont an intent to control is
required to show possession as that termis used in 8§ 1-201(20).

*27 [9] W cannot say that the bankruptcy court clearly erred in
concluding that Kelton Mtors had no interest in the checks.
Al t hough custody of the checks by Charlie Kelton when he endorsed
them and handed themto the Bank of Vernont can serve as evi dence
of Kelton Motors's possession of the checks, the bankruptcy court



was al so free to conclude that, taken as a whol e, the evidence did
not support a finding that Charlie Kelton had the requisite intent
to control the checks. In this particular case, Charlie Kelton
never testified as to his intent, but the testinony of LSB' s
att orney--whi ch t he bankruptcy court credited--was that he, and not
Charlie Kelton, controlled the checks and that Charlie Kelton would
never have been allowed to | eave the closing on August 1 with the
checks. Certainly there was sufficient evidence before the
bankruptcy court for it to conclude that Charlie Kelton did not
intend to control the checks on August 1. W therefore have no
difficulty affirmng the district court's finding that Kelton
Mot ors was never in possession of the checks.

1. The Jasm ns' Instruction to LSB

The trustee argues that even in the absence of possession of the
| oan proceeds, Kelton Mdtors did have a property interest in the
proceeds of the Jasm n Loan because the Jasnins signed the July 29
Docunent which directed LSB to pay the | oan proceeds "as directed
by" Charlie Kelton. The Bank of Vernont responds, however, that no
contractual rights were created in Kelton Mdtors because the July
29 Docunent nentions only Charlie Kelton and not Kelton Mdtors.
Furthernore, the Bank of Vernont argues, the July 29 Docunent by
its owm ternms did not create an enforceable legal or equitable
interest in either Charlie Kelton or Kelton Mdtors.

Because t he bankruptcy court's findings with regard to the July 29
Docunent are unclear, we cannot conclude, as a matter of | aw, that
t he docunent either did or did not create rights in Kelton Mtors
that constitute property of the estate. Inits witten decision on
the Bank of Vernont's renewed notion for sunmmary judgnent, the
bankruptcy court found that "[t]he Jasmns ... placed no witten
restrictions on M. Kelton's use of the funds" and that "M.
Kel ton, as president of [the] Debtor, naintained sufficient control
over the |oan proceeds to place the transaction outside the
narrow y defi ned earmarki ng doctrine and therefore within the reach
of [the] Trustee's avoiding powers."” Kelton Mdtors I, 153 B.R at
429. Because of the unanbi guous | anguage of the July 29 Docunent
and ot her evidence that the parties submtted, the court concl uded
that the "Bank of Vernont has not alleged facts that, even when
read in a light nost favorable to [it], could neet its burden of
showi ng that [LSB] nmintained strict control over the funds that it
advanced to Debtor." 1d.

Inits ruling fromthe bench after trial, however, the court found
that the Kelton Loan was nonet hel ess outside of Kelton Mdtors's
estate. The court stated:



["m reversing--1"m not reversing nyself on Jasmn. VWhat |'m
saying is there's double earmarking, that Jasmn clearly
desi gnated that [Charlie] Kelton had control of [the Jasm n Loan].
But when you c[o]ne to the next step, the Bank could still control
t he [di sbursenent] of the funds, and that's still earmarking; so
the entire |l oan is earmarked.

[10] Any contractual rights created by the July 29 Docunment in
Kelton Mdtors would bring the Jasmin Loan proceeds wthin the
Kel ton Mbtors estate. See, e.g., National Union Fire Ins. v. Titan
Energy, Inc. (Inre Titan Energy, Inc.), 837 F.2d 325, 328-29 (8th
Cir.1988) (insurance policies constitute property of debtor's
estate). There are at least three different ways to interpret the
July 29 Docunent. First, it mght be the witten record of a
contract between the Jasnmins and Kelton Mtors that gave Kelton
Motors the right to use the Jasmn Loan proceeds as it w shed.
This is the interpretation that the bankruptcy court inpliedit was
accepting inits decision on the renewed sumary judgnment notion in
March 1993. Kelton Motors |, 153 B.R at 429.

[11] Second, the July 29 Docunent could be construed as a
grat ui tous assi gnnent by the Jasmins to Kelton Motors. Although an
assi gnnment usual ly requires consideration in order to be effective,
see 6 Am Jur. 2d Assignnents 8§ *28 82, at 263 (1963), an assignnent
"may pass by gift, wthout consideration, when conpleted by
delivery," id. 8 90, at 272 (footnote omtted). Thus, if the
letter was indeed a valid gift assignnment of the | oan proceeds to
Kelton Mdtors (and not just Charlie Kelton), the letter would
constitute a property interest in favor of Kelton Mtors.

[12] Finally, the July 29 Docunent m ght be viewed as creating no
rights in Kelton Mdtors. The docunment makes no nmention of Kelton
Motors and refers only to Charlie Kelton. [FN2] This may be a
sinmple drafting error or may constitute the true intent of the
parties. In addition, the docunment nmay not suffice to constitute
an assignnent, even to Charlie Kelton. Al t hough an assi gnnent
requires "[n]o words of art and no special form of words are

necessary to effect an assignnent,” the assignnent nust still
"indicate[ ] the intention of the owner of a claim... to transfer
it...." 6 AmJur.2d Assignnents § 82, at 263 (footnote omtted).

FN2. In addition, Charlie Kelton m ght have been acting as the
agent of the Brattl eboro Deal ership and not Kelton Mdtors. 1In
their subm ssions to this court, the parties have not spelled
out the relationship between these two corporations, and we
are unable to determine that relationship fromthe record.



The bankruptcy court's findings on the renewed notion for summary
judgment and at trial do not address these issues. The bankruptcy
court focused only on Charlie Kelton's control over the funds and
even then found at trial that LSB had superior control, i.e., LSB
could not be forced by Charlie Kelton to disburse the proceeds.
The court also failed to address the legal basis for Charlie
Kelton's control--either a contract with the Jasmns or an
assignnment by the Jasmins. Finally, the bankruptcy court nade no
ruling at trial as to whether Charlie Kelton was acting as the
agent of Kelton Mbtors when he directed that paynent be nade to the
Bank of Vernont. Because these are issues of fact essential to any
deci sion on the status of the Jasm n Loan, we vacate the judgnment
as to the Jasmn Loan for a determ nation of these issues by the
bankruptcy court in the first instance.

[13] W note that if the bankruptcy court determ nes that the July
29 Docunent did indeed create a property interest in favor of
Kel ton Motors, the court nust al so det erm ne whet her t he ear marki ng
defense applies to the transfer fromthe Jasm ns to Kelton Mdtors.
The earmarking doctrine applies "only where a third party |ends
noney to the debtor for the specific purpose of paying a selected
creditor.” Inre Smth, 966 F.2d at 1533. [FN3] In this scenari o,
because the transfer to Kelton Mdtors is fromthe Jasm ns, and not
from LSB, then the bankruptcy court nust consider whether the
Jasmns transferred their interest in the Jasm n Loan proceeds to
Kelton Mdtors for the specific purpose of paying the Bank of
Vernmont. If so, the earmarking doctrine may apply; if not, then
a voidabl e preferential transfer exists.

FN3. The trustee asks us to restrict the earmarking doctrine
to cases where the third-party has an i ndependent stake, apart
fromthe loan to the debtor, in paying the creditor. The
bankruptcy court held that "the earmarking defense should be
strictly construed to ... cases where the new creditor pays
the old creditor directly or where the new creditor and debt or
agree in a binding contract that the new loan will be used
specifically to pay the old creditor.” Kelton Mdtors I, 153
B.R at 428. Because we remand for reconsideration as to
whet her Kelton Mdtors had any interest in the Jasm n Loan, we
| eave to the bankruptcy court in the first instance the
question of whether the earmarking doctrine applies.

I11. The Kelton Loan Security Interests
[14] Finally, the trustee contends that the Kelton Loan

constitutes a voidable preference because it was secured by the
coll ateral of Kelton Motors. W agree with the trustee that, to the



extent that the debtor offered its own property as collateral for
t he Kelton Loan, the debtor transferred aninterest inits property

and therefore the earmarking defense is not available. See
Mandross v. Peoples Banking Co. (In re Hartley), 825 F.2d 1067,
1071 (6th Cir.1987); Virginia Nat'l Bank v. Wodson (In re

Decker), 329 F.2d 836, 840 (4th Cir.1964).

In its renewed sunmary judgnment notion decision, the bankruptcy
court held that because the anobunt of any security interest
transferred by the Kelton corporations to *29 LSB was di sputed, the
i ssue was i nappropriate for sunmary judgnment. Kelton Motors |, 153
B.R at 428. 1In addition, the court held that the "all egation that
[the] Debtor was an alter ego of the other Kelton corporations
rai ses issues of fact and |law concerning the value of [LSB s]
security interest and its detrinment to the estate.” 1d. at 429.

On March 16, 1994, the bankruptcy court held an evidentiary
hearing to determne the value of the collateral given by the
Kel ton corporations. In a decision filed My 27, 1994, the
bankruptcy court concluded that Kelton Mbotors had given security in
t he anount of $18, 645 and that the other Kelton entities had given

collateral in the amount of $1,979,524.27. 1In re Kelton Mdtors,
Inc., No. 89-00255, slip op. at 11 & app. (Bankr.D.Vt. My 27,
1994) ("Kelton Mdtors Il "). The total collateral available to

satisfy the Kelton Loan was therefore $1,998, 169. 27, resulting in
t he Kel t on Loan bei ng oversecured i n the amount of $239, 766. 66. 1d.
at 11. The court did not resolve the alter ego issue and at the
trial stated only that "for purposes of ny hol ding today, |I'mgoing
tofind that all of the entities are to be treated as one, although
alternatively I'mgoing to explain why | don't think they should
have been." The bankruptcy court, however, never expl ai ned why the
entities should not be treated as one.

Because the bankruptcy court never made a factual finding as to
whet her the various Kelton entities constitute one entity, we
cannot determ ne the extent to which the Kelton Loan constitutes a
voi dabl e preferential transfer. |If the Kelton entities are to be
treated as a single entity, then the bankruptcy court would
necessarily have to find the entire loan to be a preferential
transfer because the court had previously found the loan to be
fully secured. [If, however, the alter ego doctrine does not apply,
then the Kelton Loan might be a preferential transfer only to the
extent of the $18,645 collateral given by Kelton Mtors. e
therefore remand this issue to that court for further findings.

CONCLUSI ON



For the foregoing reasons, we affirmin part and vacate in part
the order of the district court, and we remand for further
proceedi ngs consistent with this opinion.
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