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 4th Circuit Court of Appeals and District of
Maryland cases before ESA Environmental
Specialists (March 2013).

 Issues arising in other courts in the 4th Circuit
and in some of the leading cases nationwide.

 ESA Envtl. Specialists (March 2013).

Earmarking Doctrine
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Context of the Doctrine

 Defending or prosecuting a preference action.

 Do the facts of the case support an Earmarking
defense?

 Refinancing and related transactions.

 How can you structure transactions to preserve
an Earmarking defense if a bankruptcy case is
commenced within 90 days?

Earmarking Doctrine
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4th Circuit Court of Appeals and
District of Maryland Cases Before

ESA Envtl. Specialists
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First 4th Circuit opinion to apply the
Earmarking Doctrine.

Term “earmarking” is not even
mentioned in the opinion.

Virginia Nat’l Bank v. Woodson (In the Matter of
Decker), 329 F.2d 839 (4th Cir. 1964).

6



GENERAL RULE

• If a loan from new lender was made for the
specific purpose of paying at least a portion of an
existing debt and was not an unconditional loan
for the benefit of all creditors, such a payment, in
and of itself and without more, will not create a
voidable preference since there has been no
diminution of the value of the estate.

Virginia Nat’l Bank v. Woodson (In the Matter of
Decker), 329 F.2d 839 (4th Cir. 1964).
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EXCEPTION

 New Lender receives new security.

 Loan, though for the purpose of paying a specific,
unsecured creditor, results in depletion of assets and
diminution of the estate.

 A voidable preference to the holder of an antecedent
debt results where the debt is paid by a third party
who, in turn, receives security from the debtor. Aulick
v. Largent, 295 F.2d 41 (4th Cir. 1961).

Virginia Nat’l Bank v. Woodson (In the Matter of
Decker), 329 F.2d 839 (4th Cir. 1964).
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• The fact that there is a preference does not require that
the preferred creditor return all he received unless the
amount of depletion is at least equal to the amount
received.

• The test is not what the creditor received, but what the
estate has lost. It is the diminution of the estate, not
the unequal payment to the creditor, which is the evil
sought to be remedied by the avoidance of a
preferential transfer.

Virginia Nat’l Bank v. Woodson (In the Matter of
Decker), 329 F.2d 839 (4th Cir. 1964).
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 When a third person loans money to the debtor
specifically to enable the debtor to satisfy the claim
of a designated creditor, the loan is not property of
the estate. There is no diminution to the estate.

 Court cites McCuskey v. The National Bank of
Waterloo (In re Bohlen Enters., Ltd.), 859 F.2d 561
(8th Cir. 1988) as the clear exposition of the
Earmarking Doctrine.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Bohlen Enters., Ltd. - The Test

• Existence of an agreement between the new lender and
the debtor that new funds will be used to pay a specified
antecedent debt; and

• Performance of that agreement according to terms; and

• The transaction viewed as a whole (including transfer of
the new funds and transfer out to the old creditor) does
not result in any diminution of the estate.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Burden of Proof

 Trustee who prosecutes a preference action
bears the burden of proving all of the
elements of a preference set forth in § 547(b).

 Assertion of the Earmarking defense requires
defendant to produce evidence indicating
that the transfer did not involve property of
the estate.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Control of Funds/Tracing
• Debtor’s failure to memorialize in writing the

terms of the agreement to use specific funds
earmarked for the purpose of repaying the old
creditor shows that the debtor was free to
exercise complete control over the funds.

• Consider whether the funds were segregated
or comingled.

• Tracing is an essential element of the
Earmarking Doctrine.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Insider Transactions

 If the Earmarking Doctrine is ever
available to protect an insider, courts
must require more stringent proof of
objective good faith and arm’s length
conduct than was evidenced in this case.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Bohlen Enters., Ltd. (New Lender as Guarantor)

• Court noted that in the first Earmarking cases, the
new lender was a guarantor of the old debt.

• Doctrine was intended to avoid the risk that the
new lender would have to pay twice if the transfer
was avoided.

• Courts have typically extended the doctrine beyond
guarantor situations when a new creditor loans
funds to pay old creditor.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Bohlen Enters., Ltd. (New Lender as Guarantor)

• Court noted in dicta that the doctrine should not have been extended
as the risk of paying twice is not present where the new lender is not a
guarantor.

• Earmarking Doctrine does not help the new creditor. Rather, the new
creditor is harmed as he is a general creditor whose recovery must
come from the debtor’s estate, which is diminished to the extent that
the payment made to the old creditor cannot be recovered as a
preference.

• The only person aided is the old creditor, who had nothing to do with
earmarking the funds, and who, in equity, deserves no such benefit.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Virginia Nat’l Bank v. Woodson (In the
Matter of Decker), 329 F.2d 839 (4th Cir.
1964).

New Lender was NOT a guarantor.

Wasserman v. Village Assocs.
(In re Freestate Mgmt. Servs., Inc.),
153 B.R. 972 (Bankr. D. Md. 1993).
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Issues Arising in Other Courts in
the 4th Circuit and in Some of the

Leading Cases Nationwide.
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Hood v. Brownyard Sharon Park Ctr., Inc. (In re
Hood), 118 B.R. 417 B.R. 417 (Bankr. D. S.C. 1990).

 Plaintiff bears burden of proving, by a
preponderance of the evidence, existence of all
elements of a preference and must prove that
the debtor had such dispositive control of the
funds that they became property of the debtor,
precluding application of Earmarking Doctrine.

Burden of Proof
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Metcalf v. Golden (In re Adbox, Inc.), 488 F.3d 836 (9th Cir. 2007).

 Trustee bears the initial burden of establishing that a transfer is
an avoidable preference under § 547(b).

 If the trustee establishes that the transfer of funds was from
one of the debtor’s accounts over which the debtor ordinarily
exercised total control, the trustee makes a preliminary showing
of an avoidable transfer “of an interest of the debtor” under §
547(b).

 The burden then shifts to defendant to show that the funds
were earmarked.

Burden of Proof
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Hovis v. Powers Constr. Co., Inc. (In re Hoffman Assoc.,
Inc.), 194 B.R. 943 (Bankr. D. S.C. 1995).

 Earmarking Defense is not available where the new
lender did not previously guarantee debtor’s
obligation to old lender. “This Court has found no
Fourth Circuit law directing the application of the
earmarking doctrine beyond the guarantor
situation….” (citing Bohlen Enters., Ltd.).

Extending Doctrine Past the
Guarantor Situation
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In re AB&C Group, Inc., 2008 Bankr. LEXIS 1940 (Bankr. N.D. W.Va.
July 2, 2008).
 Trustee asserted the right to use funds in debtor’s bank account when

the involuntary petition was filed.
 Debtor asserted funds were earmarked to pay an old creditor.
 Court declined to extend the Earmarking Doctrine to § 541(a), which

already clearly defines what is, and what is not, property of the estate.
 If debtor receives funds from a new creditor to pay existing debt,

debtor’s interest in the funds must be analyzed under § 541, including
any limitations thereunder such as § 541(b) and (d) and § 541(a)(1)
related to traceable property that the debtor holds in trust for
another.

Extension of Doctrine Beyond
Preference Actions
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McCuskey v. The Nat’l Bank of Waterloo (In re Bohlen
Enterprises, Ltd.), 859 F.2d 561 (8th Cir. 1988).

 Court found that Debtor failed to perform the
agreement according to its terms where Debtor
used the funds to pay a different antecedent debt
which happened to be owed to the same creditor,
and of which the new lender was completely
unaware.

Identifying the Specific Old Debt
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Kaler v. Community First Nat’l Bank (In re Heitkamp), 137 F.3d 1087

(8th Cir. 1998).

 Earmarking Doctrine applies when a security interest is given
for funds used to pay secured debts but not when a security
interest is given for funds used to pay an unsecured debt.

 Earmarking Doctrine will even apply if the old creditor is
unperfected as of petition date but can perfect post-petition
pursuant to 11 U.S.C. § 362(b)(3), 546(b)(1).

Application to Security Interests
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Collins v. Greater Atl. Mortgage Corp. (In re Lazarus), 478 F.3d 12
(1st Cir. 2007).

 New lender recorded its mortgage 14 days after execution of note and
mortgage.

 § 547(e) - for real property, a “transfer is made” when it occurs only if
the transfer is perfected within 10 days of the actual transfer;
otherwise it is deemed made only “at the time such transfer is
perfected.” 11 U.S.C. § 547(e)(2)(A), (B) (now 30 days under BAPCPA).

 § 547(e) required that the transfer be deemed to have occurred on the
date of perfection. The mortgage, therefore, secured a debt
antecedent to the transfer rather than simultaneous with it.

Application to Security Interests
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Collins v. Greater Atl. Mortgage Corp. (In re Lazarus), 478 F.3d 12
(1st Cir. 2007).

 New lender asserted an Earmarking defense, contending that
the transfer ought to be viewed in substance as a transfer of
the mortgage from the old lender to the new lender.

 Court noted that Earmarking Doctrine was not conceptually
similar to the guarantor or new creditor cases where it could be
argued that there was an arrangement between third parties
with no property transfer by the debtor.

Application to Security Interests
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Fed. R. Civ. P. 8(a) and (c) provide
that a defendant’s failure to raise
an “affirmative defense” in his
answer affects a waiver of that
defense

Affirmative Defense
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Circuits are split

 Winstar Comm’ns., Inc., 348 B.R. 234 (Bankr. D.
Del. 2005) – Earmarking Doctrine is an affirmative
defense waived if not plead in the answer.

 In re Libby Int’l., Inc., 247 B.R. 463 (B.A.P. 8th Cir.
2000) – Earmarking Doctrine is not strictly an
affirmative defense under § 547(c), but rather is
derived from an element of the plaintiff’s proof.

Affirmative Defense
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Campbell v. The Hanover Ins. Co. (In
re ESA Envtl. Specialists, Inc.), 2013

U.S. App. LEXIS 4231 (4th Cir.
March 1, 2013).
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 The proper inquiry is whether the debtor had the
right to disburse the funds to whomever it wished,
or whether the disbursement was limited to a
particular old creditor or creditors under the
agreement with the new lender.

 As a judicially created exception to a statutory rule,
the Earmarking defense must be narrowly
construed.

ESA Envtl. Specialists
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• 4th Circuit previously recognized Earmarking Doctrine
defense in Decker, but only in the limited circumstance of
direct payment from one creditor to another.

• Courts have since uniformly held that the Earmarking
Doctrine applies whether loan proceeds are transferred
directly by a new lender to the old creditor or are paid to
the debtor with the understanding that they will be paid
to the old creditor in satisfaction of claim, so long as the
proceeds are clearly earmarked.

ESA Envtl. Specialists
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Affirmative Defense

 Court noted in dicta that the Bankruptcy Court below correctly recognized
that the 4th Circuit adopted the Earmarking Doctrine as an affirmative
defense in Decker.

 When a party fails to assert an affirmative defense in the appropriate
pleading, such a failure will sometimes result in a binding waiver.
Nevertheless, where there is a waiver, it should not be effective unless
the failure to plead resulted in unfair surprise or prejudice. Our
longstanding approach to liberal amendment of pleadings in the absence
of undue prejudice applies equally to amendments to assert affirmative
defenses. United States v. Wolff (In re Firstpay, Inc.), 2010 U.S. App. LEXIS
16930 (4th Cir. August 13, 2010).

ESA Envtl. Specialists
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Burden of Proof

 Burden of proving Earmarking defense is not clear.

 Majority of circuits hold that once the trustee
meets his burden of proving avoidability, the
burden shifts to the defendant to show that the
funds were earmarked.

 8th Circuit puts burden on the trustee to prove that
the Earmarking defense does not apply.

ESA Envtl. Specialists
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Burden of Proof

 Noting that the Earmarking Defense did not apply, the court
noted that “[Defendant] failed to prove a fundamental
element of earmarking – that the transferred funds paid an
antecedent debt of the debtor, ESA.”

 Improper shifting of Trustee’s burden to prove elements of §
547(b)?

 Trustee’s burden includes proof that transfer was…

 (1) to or for the benefit of a creditor; and (2) for or on
account of an antecedent debt owed by the debtor before
such transfer was made ….

ESA Envtl. Specialists
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Burden of Proof

 Compare to Freestate Mgmt. Servs., Inc.,
which held that defendant was required
to produce evidence indicating that the
transfer did not involve property of the
estate.

ESA Envtl. Specialists
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Earmarking Doctrine and the New Value Defense under
11 U.S.C. § 547(c)(1)

 The Earmarking and new value defenses are mutually
exclusive.

 As an element of the Earmarking defense, defendant must
prove that the alleged preferentially transferred funds
were used to pay an antecedent debt. The new value
defense applies in the opposite situation – when the
allegedly preferentially transferred funds were used not to
pay antecedent debt, but, instead, to support a new
transaction.

ESA Envtl. Specialists
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 Is there an agreement that clearly obligates debtor to use borrowed
funds to pay a specific debt?

 Did the debtor perform that agreement?

 Were the funds paid directly from new lender to old lender? If not, did
debtor exercise control of the funds? Were they segregated? Can they
be traced?

 Was there any diminution to the estate? Did the new lender receive a
security interest on previously unencumbered property?

 Affirmative defenses typically should be raised in the responsive
pleading.

 The Earmarking defense and the new value defense under § 547(c)(1)
are mutually exclusive.

Considerations When Prosecuting
or Defending a Preference Action
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 Ensure that new money is in the form of a loan and not an
equity infusion.

 Make sure that new loan is in writing and clearly obligates
debtor to use funds to pay specific debt.

 Require that the loan proceeds be paid directly from new
lender or that funds be segregated and are capable of being
traced if passing through the Debtor.

 Be specific as to which debt is being satisfied if more than one
debt is owed to old lender.

 Avoid new lender obtaining new collateral or improved
secured position.

Considerations When Handling
Refinancing or Related Transaction
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