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| Case Summary |

Procedural Posture

Plaintiff debtor sued to avoid a deed of trust in favor of de-
fendant creditors under the trustee’s strong-arm pow-
ers, or, alternatively, to equitably subordinate the credi-
tors’ claim, to recharacterize it as an equity investment, to
limit it to funds advanced, and to reduce it by the
amount for which the creditors had a third-party guaran-
tee. Holders of two competing deeds of trust sought to
establish their priority. Pending was judgment.

Overview

After discussing the effect of Va. Code Ann. § 55-105
(1950), the court could not find that the mere recording
of the deed of trust (referred to here as the “M” deed of
trust) prior to the time debtor acquired legal title of re-
cord would have provided either constructive or inquiry
notice to the bank and seller of the existence of a com-
peting deed of trust. Thus, the priority of the note hold-
er’s and seller’s respective deeds of trust were unaf-
fected by, and were superior to, the “M” deed of trust.
Given this ruling, the trustee’s avoidance claim was moot.
As to the principal and interest on the funds advanced
by the “M” defendants, no basis had been shown to equi-
tably subordinate their claims. However, the $ 250,000

“investment return” to the “M” defendants was subordi-
nated to the claims of general creditors. The court re-
jected plaintiffs’ request that it recharacterize the "M” de-
fendants’ claim as an equity investment. Next, the court
found no basis for reducing the “M” defendants’ claim
by the amount of a third-party guarantee. Finally, the "M’
defendants would be entitled to payment of the “invest-
ment return” after the timely-filed unsecured claims had
been paid in full.

Outcome

Overall, the court determined that the “M” defendants’
deed of trust was subordinate to the bank’s and seller’s
deeds of trust, and that payment of a $ 250,000 “invest-
ment return” owed to the “M” defendants should be equi-
tably subordinated to the claims of unsecured credi-
tors.

| LexisNexis® Headnotes

Bankruptcy Law > Procedural Matters > Jurisdiction > Core Pro-
ceedings

HNI A determination of the validity, extent or priority
of liens is a core proceeding in which a final judgment
may be entered by a bankruptcy judge. 28 U.S.C.S. §

157(b)(2)(K).

Real Property Law > Priorities & Recording > General Overview

HN?2 See Va. Code Ann. § 55-105 (1950).

Real Property Law > Priorities & Recording > General Overview

HN3 In Virginia , the mere fact that a deed of trust is re-
corded before the mortgagor acquires title to the prop-
erty does not affect its validity as between the parties:
When a deed purports to convey property, real or per-
sonal, describing it with reasonable certainty, which the
grantor does not own at the time of the execution of the
deed, but subsequently acquires, such deed shall, as be-
tween the parties thereto, have the same effect as if the title
which the grantor subsequently acquires were vested in
him at the time of the execution of such deed and thereby
conveyed. Va. Code Ann. § 55-52.

Real Property Law > Priorities & Recording > Elements > Bona
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Fide Purchasers

HN4 In Virginia , a bona fide purchaser for value is re-
quired to examine the land records and is chargeable
with such knowledge as might be revealed by such exami-
nation.

Real Property Law > Priorities & Recording > General Overview

HNS5 Va. Code Ann. § 55-105 (1950) is simply a limita-
tion on the constructive notice that would otherwise
arise from recordation and does not allow a purchaser or
mortgagee to simply ignore a conveyance or mortgage
recorded prior to the time the grantor acquired record title
where the purchaser has actual knowledge or inquiry
knowledge of its existence.

Real Property Law > Priorities & Recording > General Overview

HNG6 Under Va. Code Ann. § 55-105 (1950), the record-
ing of a deed or contract before a party acquires legal
title of record does not constitute constructive notice to
subsequent purchasers or mortgagors. Additionally, in Vir-
ginia , the doctrine of “transitory seisin” would prevent
any interest that is perfected simultaneously with the ac-
quisition of title from achieving priority over a deed of
trust to secure the purchase price of the property. As ex-
plained in an early decision: When, therefore, land is
conveyed and the purchaser at the same time gives back
a mortgage or other incumbrance to secure the purchase
-money, he does not thereby acquire any such seizen or in-
terest as will entitle his wife to dower, or his creditor

to subject the land to his debts discharged of the mort-
gage. In such cases the deed and mortgage are regarded as
parts of the same contract, and constitute but a single
transaction, investing the purchaser with seizen for a tran-
sitory instant only.

Bankruptcy Law > ... > Prepetition Transfers > Voidable Trans-
fers > Lien Creditors & Purchasers

HN?7 A bankruptcy trustee has the rights and powers of,
or may avoid any transfer of property of the debtor

that is voidable by a bona fide purchaser of real prop-
erty, other than fixtures, from the debtor that obtains the
status of a bona fide purchaser at the time of the com-
mencement of the case. 1/ U.S.C.S. § 544(a)(3). Simply
stated, the bankruptcy trustee is in the same position,
with respect to real estate, as if he were a bona fide pur-
chaser who bought the property from the debtor on the
filing date and simultaneously perfected the transfer by re-
cording a deed.

Bankruptcy Law > ... > Types of Claims > Unsecured Priority
Claims > Subordination

HN8 A bankruptcy court may (1) under principles of eq-
uitable subordination, subordinate for purposes of distri-
bution all or part of an allowed claim to all or part of an-
other allowed claim or all or part of an interest to all or
part of another allowed interest; or (2) order that any

lien securing such a subordinated claim be transferred to
the estate. 1/ U.S.C.S. § 510(c).

Bankruptcy Law > ... > Types of Claims > Unsecured Priority
Claims > Subordination

HNY9 Although Congress included no explicit criteria for
equitable subordination when it enacted // U.S.C.S. §
510(c), the language of the statute clearly indicates con-
gressional intent at least to start with existing doctrine.
That existing doctrine, as the U.S. Supreme Court ob-
served, was judge-made and was generally triggered

by a showing that the creditor had engaged in “some type
of inequitable conduct” that “resulted in injury to the
creditors of the bankrupt or conferred an unfair advan-
tage on the claimant. Under the test adopted by the U.S.
Court of Appeals for the Fourth Circuit, equitable sub-
ordination generally requires an inquiry into (1) whether
the claimant engaged in fraudulent conduct, (2)

whether the conduct resulted in injury to creditors, and
(3) whether subordination would be consistent with the
bankruptcy law. As the U.S. Court of Appeals for the
Tenth Circuit recently explained, “inequitable conduct”
for subordination purposes encompasses three categories
of misconduct: (1) fraud, illegality, and breach of fidu-
ciary duties; (2) undercapitalization; or (3) claimant’s use
of the debtor as a mere instrumentality or alter ego.

Bankruptcy Law > ... > Types of Claims > Unsecured Priority
Claims > Subordination

HNI0 Tt has been said that equitable subordination is an
extraordinary remedy which is applied sparingly. For
this reason, where the claimant is not an insider or a fi-
duciary, the party seeking equitable subordination

must demonstrate egregious conduct such as gross mis-
conduct tantamount to fraud, misrepresentation, over-
reaching, or spoliation.

Bankruptcy Law > ... > Types of Claims > Unsecured Priority
Claims > Subordination

HNII 1t is true that there is nothing inherently inequi-
table when parties dealing at arm’s length with each other
agree to structure a financial transaction in a way that

is more favorable to the party putting up the money. Put
another way, equitable subordination is not appropriate
simply because a claim is larger than it would have been
had the parties structured the transaction some other
way.

Bankruptcy Law > Claims > General Overview
Bankruptcy Law > ... > Types of Claims > Unsecured Priority
Claims > Subordination

HNI12 As a practical matter, recharacterization of a debt
as equity achieves essentially the same result as equi-
table subordination, since equity receives distributions in
bankruptcy only after creditors have been paid in full.
However, recharacterization proceeds from a different
premise. Equitable subordination focuses on the credi-
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tor’s conduct vis-a-vis the debtor or other creditors. By
contrast, when a putative loan to a corporation is rechar-
acterized, the courts effectively ignore the label at-
tached to the transaction at issue and instead recognize
its true substance. As a result, the funds advanced are no
longer considered a loan which must be repaid in bank-
ruptcy proceedings as corporate debt, but are instead
treated as a capital contribution.

Bankruptcy Law > Claims > General Overview

HN13 Courts have articulated a number of tests for deter-
mining whether to recharacterize debt as equity. In a re-
cent decision, the U.S. Court of Appeals for the

Fourth Circuit has endorsed a test that considered the fol-
lowing factors: (1) the names given to the instruments,
if any, evidencing the indebtedness; (2) the presence or ab-
sence of a fixed maturity date and schedule of pay-
ments; (3) the presence or absence of a fixed rate of in-
terest and interest payments; (4) the source of
repayments; (5) the adequacy or inadequacy of capitaliza-
tion; (6) the identity of interest between the creditor

and the stockholder; (7) the security, if any, for the ad-
vances; (8) the corporation’s ability to obtain financing
from outside lending institutions; (9) the extent to

which the advances were subordinated to the claims of
outside creditors; (10) the extent to which the advances
were used to acquire capital assets; and (11) the pres-
ence or absence of a sinking fund to provide repay-
ments.

Bankruptcy Law > Claims > General Overview

HNI4 A guarantor is subrogated to the creditor’s claim
to the extent of any payments the guarantor has made. 1/
U.S.C.S. § 509(a). The guarantor is not entitled to pay-
ment of the subrogated claim or of an independent claim
for reimbursement or contribution, however, until the
creditor has been paid in full. /1 U.S.C.S. § 509(c).

Bankruptcy Law > ... > Types of Claims > Secured Claims &
Liens > General Overview

HNI5 In bankruptcy a claim is secured only to the ex-
tent of the value of the collateral securing the creditor’s in-
terest. 1/ U.S.C.S. § 506(a).
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[ Opinion

[¥126] MEMORANDUM OPINION

When Emeline Wilson bought a parcel of real estate in Au-
gust 2004, she signed three deeds of trust to secure
money that had been advanced in connection with the
[**2] purchase. One of those--in favor of David L. and
Vanessa M. Moir--was recorded approximately an hour
before the deed by which she acquired title to the prop-
erty. The other two--one in favor of 1st Mariner Bank
and the other in favor of the seller, Charles Toone, Trustee
--were recorded with the deed. The present action
seeks to avoid the Moir deed of trust under the trustee’s
“strong-arm” powers, [¥127] or, in the alternative, to
equitably subordinate the Moirs’ claim, to recharacterize
it as an equity investment instead of debt, to limit it to
the funds actually advanced, and to reduce it by the
amount for which the Moirs have a third-party guaran-
tee. For their part, the holders of the competing deeds of
trust seek to establish their priority over the Moirs.
Trial was held without a jury on August 28 and 29, 2006.
For the reasons stated, the court determines that the
Moir deed of trust is subordinate to the 1st Mariner and
Toone deeds of trust, and that payment of a $ 250,000
“investment return” owed to the Moirs should be equita-
bly subordinated to the claims of unsecured creditors.
This opinion constitutes the court’s findings of fact and
conclusions of law under Fed.R.Bankr.P. 7052 [**3] and
Fed.R.Civ.P_52(a).

Procedural Background and Findings of Fact

Emeline Wilson (“the debtor”) filed a voluntary petition
for reorganization under chapter 11 of the Bankruptcy
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Code in this court on September 29, 2005, approxi-
mately one year after the transaction at issue. On August
15, 2006, her case was converted to chapter 7, and Gor-
don P. Peyton has been appointed as trustee.

Among the assets listed on the debtor’s schedules was a
parcel of real estate located at 6819 Old Georgetown
Pike, McLean, Virginia, which she valued at $ 10,600,000.
She purchased the property from Charles Toone,

Trustee of the Toone Land Trust, for $ 3,824,000 in Au-
gust 2004, and her plan was to renovate the existing resi-
dence and to live there if she could afford it, otherwise to
sell the property for a profit.

The original contract to purchase the property was
signed in February 2004, with closing to occur within
90 days. Ms. Wilson had difficulty obtaining the financ-
ing to consummate the transaction, and several con-
tract addenda were signed modifying the purchase amount,
amount to be taken back by the seller, deposit amount,
and settlement date. The final [**4] contract terms called
for a purchase price of $ 3,834,000, a cash deposit of $
50,000, a first-trust loan in the amount of $ 5,900,000, and
seller take-back financing in the amount of $ 360,000.

In July 2004, Ms. Wilson had contacted Brett Amen-
dola, then a junior loan officer at Fidelity and Trust Mort-
gage Company, about obtaining an acquisition and con-
struction loan. Mr. Amendola submitted the debtor’s loan
application to his own company, which declined to
make the loan. He then submitted the application to two
other lenders, one of which rejected it. The second, Ist
Mariner Bank, initially had reservations but ultimately
agreed to make a one-year $ 5,900,000 acquisition and
construction loan, with $ 3,800,000 to be disbursed at
settlement and the remaining $ 2,100,000 to be avail-

able for construction. Among the loan conditions was a re-
quirement that the debtor post certificates of deposit in
the amount of $ 700,000 as additional collateral and place
$ 100,000 in a money market account at 1st Mariner to
pay interest.

The closing, which had been extended several times,
took place on August 4, 2004, at the law firm of Mel-
nick & Melnick. At that point, Ms. Wilson still had not
been [**5] able to raise the final $ 800,000 required by 1st
Mariner. The settlement agent nevertheless conducted a
"dry settlement”--during which the deed, the Ist Mariner
$ 5,900,000 note and deed of trust, and the Toone $
360,000 note and deed of trust were signed--and had Ms.
Wilson and Mr. Toone sign an Escrow Agreement in
which they acknowledged that final settlement was sub-
ject to receipt of the [*128] $ 800,000 “collateral
pledge.” !

[**6] Ms. Wilson had a source for $ 300,000 of the
needed funds, but was still short the remaining $ 500,000.
At that point, Mr. Amendola--whose firm was to re-
ceive a $ 118,000 commission if the 1st Mariner loan
went to closing--contacted David L. Moir to inquire
whether he would be willing to loan $ 500,000 to Ms. Wil-
son to enable her to complete the transaction. He pro-
vided Mr. Moir with a document he had prepared en-
titled “Investment Synopsis” which set forth the
background and Ms. Wilson’s need for the money to com-
plete the purchase. The investment synopsis also men-
tioned that Ms. Wilson had a contract to sell the home
upon completion of construction to a company called
Howell Holdings LLC for $ 7.5 million. > The docu-
ment stressed the low level of risk in the following terms:

1

The relevant figures from the settlement statement for Ms. Wilson’s side of the transaction are as follows:

Contract Sales Price $ 3,824,000.00
Settlement charges to borrower $ 401,092.25
Interim interest 8/4 to 9/1 Seller Fin. $ 1,933.15
Construction Trust Escrow $ 2,100,000.00
Collateral Pledge to Lender $ 800,000.00
Purchaser interest reimbursement to Seller $ 3,617.36
Gross Amount Due from Borrower $ 7,130,642.76
Deposit or earnest money $ 50,000.00
Principal amount of new loan(s) $ 5,900,000.00
Seller Financing $ 360,000.00
Adjustment for County Taxes 7/1 to 8/4 $ 1,752.94
Total Paid By/For Borrower | $6,311,752.94
Cash From Borrower | $ 818,889.82

According to Ms. Wilson’s deposition testimony, the Howell Holdings contract was a sham that had been put together by

Brett Amendola to satisfy 1st Mariner and “did not really exist.”
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The level of risk involved with this transac-
tion is extremely minimal. The funds for the
investment will be held in a non-accessible
certificate of deposit at 1st Mariner Bank. No
individual can access the funds until an end
loan is provided or she sells the property as per
the ratified contract. At the end of one-year
[sic], when either Ms. Wilson provides new fi-
nancing to satisfy her debts with [**7] 1st
Mariner or she sells the property, the funds
will be distributed back to the investor

with a Fifty Percent (50%) profit on
investment.

Mr. Moir ultimately agreed that he and his wife, Van-
essa M. Moir, would provide Ms. Wilson with “invest-
ment funds” in the amount of $ 500,000, to be held in trust
by st Mariner Bank in a certificate of deposit. Upon
sale or refinance of the property (which had to occur
within one year) Ms. Wilson would owe the Moirs the
amount of their investment plus an additional $ 250,000
(referred to as the “Investment return”). The return
would be reduced to $ 150,000 if the sale or refinance oc-
curred within six months. Pending the sale or refi-
nance, the Moirs would receive monthly “cost of carry”
payments calculated at a rate of 6.5% per annum. The
terms of the transaction are reflected in [**8] a docu-
ment drafted by Mr. Moir titled “Investment Agreement”
signed August 10, 2004, by Ms. Wilson, the Moirs,

and the Amendolas. Under the terms of the agreement,
payment [*129] of $ 200,000 of the principal would be
guaranteed by Brett Amendola and his father, Roger
Amendola, who were to receive $ 85,000 from Ms. Wil-
son in exchange for their guarantees. The agreement pro-
vided that Ms. Wilson would “collateralize the invest-
ment” by “endorsing [the Moirs] as lien holders”

against the property. Finally, the Moirs were also to re-
ceive a collateral assignment of a $ 250,000 certificate of
deposit in Ms. Wilson’s name at Chevy Chase Bank

that was due to mature on September 26, 2004. Mr. Moir
prepared, and the debtor signed, a deed of trust to se-
cure what was described in the deed of trust as a “Deed
of Trust Note of even date . . . together with a Real Es-
tate Return as more fully described in the Note.” There
was no promissory note as such, and Mr. Moir testi-
fied that the “note” referred to in the deed of trust was
the investment agreement. After the deed of trust was
signed, Mr. Moir gave it to a settlement attorney he
knew to be recorded but did not ask for a “rush” record-
ing and did not [**9] give any instruction that it was

to be recorded ahead of the other deeds of trust.

1st Mariner and Mr. Toone had no knowledge of the
Moir transaction, although Toone was aware that Ms. Wil-
son needed to raise an additional $ 800,000 in order to

complete the closing. The $ 500,000 from the Moirs
was wire-transferred to Melnick & Melnick on August
10, 2004, in two separate transfers. 3 On August 13, 2004,
Melnick & Melnick received the remaining funds
needed to complete the transaction in the form of two ca-
shier’s checks totaling $ 326,000 from Scott Milestone,
who was a friend or business partner of Ms. Wilson. Paul
Melnick, the attorney who actually conducted the settle-
ment, was never told that anyone other than 1st Mari-
ner and Toone were getting deeds of trust against the prop-
erty, and the settlement statement does not reflect any
deeds of trust other than those. Melnick & Melnick used
the services of a company called Associated Abstract

to record the deed to Ms. Wilson, the 1st Mariner deed
of trust, and the Toone deed of trust--in that order--in the
clerk’s office of the Fairfax County Circuit Court. The in-
struments were recorded at 1:41 p.m on August 13,
2004. Unbeknown to Mr. [**10] Melnick, the Moir
deed of trust had been recorded earlier that same day at
12:32 p.m.

The grantor and grantee indexes in the clerk’s office of
the Fairfax County Circuit Court are maintained on a com-
puter system. Kenneth Paul Schrantz, an experienced
title examiner who was familiar with the recording proce-
dures in that office, testified for the Moirs that, al-
though there is some work-load dependent delay be-
tween the time an instrument is presented for recordation
and the time it appears in the computerized index, his
opinion was that the Moir deed of trust would have ap-
peared if the grantor index been searched in the name of
Ms. Wilson an hour later. It is undisputed, however,

that title examiners in Virginia do not customarily run
the purchaser (as opposed to the seller) in the grantor in-
dex prior to recording deeds and their associated pur-
chase-money deeds of trust. Even Mr. Schrantz does not
do so as part [**11] his recording bring-down but

only after the instruments have been presented for recor-
dation, his purpose being to verify that the instruments
had been properly indexed.

The Moirs received payments from Ms. Wilson for six
or seven months but then [¥130] received nothing fur-
ther. The $ 250,000 certificate of deposit at Chevy
Chase Bank, as it turned out, had already been pledged
for another debt, and the Moirs received no payment on
account of it. The Moirs have taken no action to en-
force the guarantee of the Amendolas. The 1st Mariner
note eventually went into default and was purchased by an
entity called TS3 Grantor Trust, of which Mr. Toone is
trustee. Although the record is not entirely clear on the
point, it was apparently in this time frame that 1st Mari-
ner and Mr. Toone first learned that the Moir deed of trust
had been recorded ahead of theirs. At the time she

filed her chapter 11 petition, Ms. Wilson expected that
she would be able to sell the property for an amount suf-
ficient to pay all three deeds of trust. At some point, how-

3

$ 255,000 came from an account of Mr. Moir, while $ 245,000 came from an account of Mrs. Moir.
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ever, it became apparent that the property would not sell
for anywhere near the $ 10,600,000 market value
shown on the schedules. *

[#*#12] The present action was commenced by Ms. Wil-
son on March 1, 2006, against the Moirs, the Amendo-
las, and the two trustees, Jeffrey J. Fairfield (incorrectly
sued as “Jeffrey J. Fairchild”) and Norman F. Ham-
mer, named in the Moir deed of trust. TS3 Grantor Trust
and Mr. Toone were named as nominal defendants, but
no relief was sought against them. The complaint was sub-
sequently amended to add the trustees of their respec-
tive deeds of trust as nominal defendants also. The Moirs
for their part, and TS3 and Toone for theirs, have each
filed cross-complaints against the other to establish the
priority of their respective deed of trust.

The amended complaint is pleaded in four counts. Count
I seeks to set aside the Moir deed of trust under Ms. Wil-
son’s “strong-arm” powers as a debtor in possession.
Count II seeks equitable subordination of the deed of
trust or recharacterization of it as equity. Count III seeks
to limit the amount of the lien to the $ 500,000 actu-
ally advanced by the Moirs, further reduced by the $
200,000 Amendola guarantee. And Count IV seeks disal-
lowance of the Moir claim as a secured claim and reduc-
tion of the “gross amount” of the claim consistent with the
relief granted [**13] on the other counts.

The TS3 and Toone cross-claim against the Moirs is
pleaded in three counts. Count I seeks a declaration that
the Moir deed of trust is void as to TS3 and Toone.
Count II seeks a declaration that the TS3 and Toone deeds
of trust are purchase-money deeds of trust with priority
over the Moir deed of trust. Count III seeks a declara-
tion that TS3 and Toone are equitably subrogated to

the existing $ 1.189 million deed of trust that was paid
off when Ms. Wilson acquired the property. Finally, Count
IV seeks equitable subordination of the Moir deed of
trust.

The Moir cross-claim against TS3 and Toone is pleaded
in two counts. Count I seeks a determination that the
Moir deed of trust has priority over the TS3 and Toone
deeds of trust. Count II asserts that TS3 and Toone have
additional collateral and should be required, under prin-
ciples [*131] of marshaling, to first seek payment from
those sources. °

[**14] After the parties were at issue, Ms. Wilson
brought an unsuccessful motion for summary judgment
on the “strong-arm” avoidance claim. Wilson v. Moir (In re
Wilson), No. 05-13928, AP No. 06-1063, 2006 Bankr.
LEXIS 1001 (Bankr. E.D. Va., May 26, 2006). The de-
nial of summary judgment was predicated primarily on the
decision of the Fourth Circuit in Pyne v. Hartman Pay-
ing, Inc. (In re Hartman Paving, Inc.), 745 F.2d 307 (4th
Cir. 1984), which held that a debtor’s actual knowledge
of a defectively-recorded deed of trust would prevent her
from using her debtor in possession strong-arm powers
to avoid it. Following the denial of summary judgment, the
debtor’s case was converted from chapter 11 to chapter
7, and on the opening day of trial the chapter 7 trustee,
Gordon P. Peyton, was substituted as plaintiff on
Count I of the complaint and was joined as an addi-
tional plaintiff on Counts II, III, and IV.

Conclusions of Law and Discussion

L.

This court has subject-matter jurisdiction under 28
U.S.C. §§ 1334 and 157(a) and the general order of ref-
erence from the United States District Court for the
Eastern [**15] District of Virginia dated August 15, 1984.
HNI1 A determination of the validity, extent or priority
of liens is a core proceeding in which a final judgment
may be entered by a bankruptcy judge. 28 U.S.C. §
157(b)(2)(K). Venue is proper in this district under 28
U.S.C. § 1409(a). The defendants have been properly
served and, with the exception of the trustees under the
TS3 and Toone deeds of trust, have appeared gener-
ally.

IL.

Although the trustee, TS3, and Toone are united in chal-
lenging the Moir deed of trust, their interests diverge sig-
nificantly because the trustee seeks under § 55/, Bank-
ruptcy Code, to preserve the putative first-lien position
for the benefit of the estate, which would leave TS3 and
Toone subordinate to the position the Moirs previously
occupied. TS3 and Toone assert that because outside bank-
ruptcy their deeds of trust would be superior to the

Moir deed of trust, any lien preserved as a result of avoid-
ing the Moir deed of trust would nevertheless be subor-
dinate to their lien position. Because the court agrees
that the relative position of the TS3, Toone and Moir deeds

4

Subsequent to the commencement of this action, the debtor entered into a contract to sell the property for $ 4,560,000 free

and clear of liens. An order approving the sale was entered on May 3, 2006. The court is not advised as to the current status of
the contract, which apparently has never gone to settlement. TS3, as holder of the 1st Mariner note, has filed a proof of claim in the
amount of $ 4,206,583. Mr. Toone, as Trustee of the Toone Land Trust, has filed a proof of claim in the amount of $ 378,350.
The Moirs have filed a proof of claim in the amount of $ 750,000. And finally, the County of Fairfax has filed a proof of claim
in the amount of $ 31,261 for past-due real estate taxes. The filed secured claims against the property thus exceed the sales price by

more than $ 803,000.
5

ing been abandoned.

No evidence or argument was presented at trial on Count II of the Moir cross-claim, and the court therefore treats it as hav-
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of trust outside of bankruptcy [**16] must be resolved
prior to consideration of the trustee’s avoidance claim, the
court will address that issue first.

A.

TS3 and Toone argue that their deeds of trust are not sub-
ject to the Moir deed of trust because it was not in the
chain of title at the time their own deeds of trust were re-
corded. In this connection, they rely primarily on Sec-
tion 55-105, Code of Virginia (1950), which states:

HN2 A purchaser shall not, under this chap-
ter, be affected by the record of a deed or
contract made by a person under whom his
title is not derived; nor by the record of a deed
or contract made by any person under

whom the title of such purchaser is derived,
if it was made by such person before he ac-
quired the legal title of record.

(emphasis added). Since Ms. Wilson did not ac-
quire “legal title of record” until the deed from Mr.
Toone to her was recorded at 1:41 p.m., they rea-
son, they cannot be bound by a deed of trust from
her recorded [*132] at an earlier time, even
that same day. The Moirs, for their part, assert that
a purchaser with actual knowledge of a prior con-
veyance is not protected by § 55-105; that Brett
Amendola’s knowledge is imputable at least
[**17] to 1st Mariner; and that both 1st Mariner
and Toone were on inquiry notice of a possible
competing deed of trust.

B.

The initial question to be resolved is whether § 55-705 al-
lows a party who has actual or inquiry knowledge of

an conveyance that occurred prior to the date his grantor
acquired legal title to simply ignore the conveyance
when accepting a deed or deed of trust from the grantor.
Put another way, is § 55-105 merely a restriction on

the constructive notice that would otherwise arise from re-
cordation of the earlier conveyance, or does it actually
void the conveyance as to purchasers and mortgagees who
dealt with the owner after he or she acquired record
title? This issue was discussed at length in the court’s
prior memorandum opinion, although in the significantly
different context of whether a hypothetical bona fide pur-
chaser from Ms. Wilson on the filing date of the bank-
ruptcy petition (approximately a year after the events

in question) would have acquired title free from the lien
of the Moir deed of trust.

As noted in the prior opinion, HN3 in Virginia the mere

fact that a deed of trust is recorded before the mort-
gagor acquires title to the property does not affect its
[**18] validity as between the parties:

When a deed purports to convey property,
real or personal, describing it with reason-

able certainty, which the grantor does not
own at the time of the execution of the deed,
but subsequently acquires, such deed shall,
as between the parties thereto, have the same
effect as if the title which the grantor subse-
quently acquires were vested in him at the
time of the execution of such deed and thereby
conveyed.

Va. Code Ann. § 55-52 (emphasis added). Here,
however, we are not dealing solely with the rights
of the Moirs vis-a-vis Ms. Wilson, but rather

with the rights of third parties, namely 1st Mariner
and Toone. Consequently, § 55-22 does not insu-
late the Moir deed of trust from an attack predi-
cated on § 55-105. As the court explained in the
prior opinion, however, there is an additional fac-
tor at play. HN4 In Virginia, a bona fide purchaser
for value is required to examine the land records
and is chargeable with such knowledge as might be
revealed by such examination. Chavis v. Gibbs

198 Va. 379, 382, 94 S.E.2d 195, 197 (1956); see
also, National Mut. Bldg. & Loan Ass’n v. Blair, 98
Va. 490. 498, 36 S.E. 513. 515 (1900) [**19]
(“Under the [recording] statute, only purchasers
without notice can take advantage of a failure to re-
cord.”).

Even though an argument could be made that the plain lan-
guage of § 55-7105 empowers a purchaser to ignore any
deed of trust that was recorded “before [the seller] ac-
quired the legal title of record,” the only reported Vir-
ginia case construing the statute is far from clear as to
whether it should be read that broadly. Porter v. Wilson
244 Va. 366, 421 S.E.2d 440, 9 Va. Law Rep. 304
(1992). In that case, an owner who had bought 53 acres
of land but had never received a deed sold a 26-acre por-
tion to a purchaser. The deed to the 26 acres was re-
corded. After the seller’s death, his children sold the en-
tire 53 acres to a different purchaser. /d. at 368, 421 S.E.2d
at 441. When the second purchaser began to cut timber
on the first purchaser’s 26 acres, the first purchaser sued
for trespass. The second purchaser attempted to defend
his claim to the entire 55 acres by relying on § 55-105
[*¥133] and arguing that he could not be affected by
the prior deed for the 26 acres because it was recorded
at a time when the original owner did not have record title.
Id. at 368-70, 421 S.E.2d at 441-42. [*%¥20] The Su-
preme Court of Virginia, however, held that because the
original owner never had “record” title (even though
he had good title by adverse possession), § 55-705 sim-
ply did not apply. Id. at 370, 421 S.E.2d at 442.

In the course of the Porter opinion, the Court briefly dis-
cussed the history of the statute. The Court explained
that the revisors of the Virginia Codes of 1849 and 1919
intended the statutory precursor of § 55-105 "to reflect
the principle” articulated by one of the three judges of the
then-Court of Appeals of Virginia in Doswell v. Buchan-
an’s Ex’rs, 30 Va. (3 Leigh) 365 (1831). Porter, 244
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Va. at 370, 421 S.E.2d at 442. That principle, as stated
in the revisors’ notes, was as follows:

[I]f after a person purchased land or ac-
quired an EQUITABLE INTEREST in it,
BUT BEFORE HE ACQUIRED THE LE-
GAL TITLE, conveyed it, . . . and AFTER-
WARDS acquired the legal title, and sold the
land, the purchaser would not have to go
back of the date when the LEGAL title was ac-
quired and would be unaffected by the sale
... made while he held only any equitable title
. . if he had no knowledge of it. The
purchaser [*%21] would get a good title if
the chain was complete and disclosed no de-
fects after the party acquired the legal title.

Id. at 370, 421 S.E.2d at 442 (quoting Revisors’
Note, Code § 5201 (1919)) (capitalization in origi-
nal) (emphasis added).

Just how § 55-105 actually “reflects the principle” set
forth in Doswell is not entirely clear. The underlying facts
in Doswell are complicated, but, at the risk of oversim-
plification, may be summarized as follows. Sometime
prior to 1808, John Lyons sold a 1500-acre tract of

land called “Bullfield” to John Hopkins but did not give
Hopkins a deed. Indeed, at the time of the sale, Lyons
himself did not have a deed to the property. Doswell. In
1808 Hopkins, the purchaser, gave John Buchanan a
deed of trust on 800 acres of Bullfield to secure repay-
ment of a loan. That deed of trust was recorded at the time
the loan was made. Lyons did not get a deed to Bull-
field until 1811, and he did not execute a deed to Hop-
kins until 1814. In the interim, Hopkins sold the land to
James Doswell in 1811. Buchanan then brought a chan-
cery suit to subject the 800 acres to the payment of his
debt, and Doswell defended on the basis [*%#22] that

he was a good faith purchaser who had no actual notice
of Buchanan’s deed of trust.

The legal point of dispute on appeal was whether, under
the recording statutes then in effect, a recorded deed

of trust constituted constructive notice. The lead opinion
by Judge Carr, while holding that recordation did not
constitute constructive notice, went on to argue that even
if it did, it should not extend to Buchanan’s deed of
trust:

But, even if it were admitted to have been
the duty of Doswell to search the records, how
far ought that search to be carried? Assur-
edly, not beyond the period at which the le-
gal title vested in the vendor. Suppose him to
take the advice of counsel: he would call

for the chain of title; . . . and seeing that the
title . . . was by deed [of December 1810]
conveyed to Hopkins, he would look from this
date down to the time of consultation, to

see whether there were any incumbrances.
This is all that could, with any shew of rea-
son, be required of him: but this would never
lead him to the deed of trust of May 1808,
made by Hopkins to Buchanan[.]

[*134] Id. at 381 (emphasis added). It is evi-
dently this passage that is the source [¥%23] of the
principle reflected in § 55-105. In his dissenting
opinion, Judge Cabell argued unsuccessfully that
Dowell should be treated as having constructive no-
tice of the Buchanan deed of trust:

“Every man of ordinary prudence,” about to
purchase from another, searches the record, to
see whether the property has been previ-
ously conveyed or incumbered. It is gross neg-
ligence not to do so. He who fails to do it,
wilfully shuts his eyes against the truth, and
ought not to be permitted to avail himself

of his ignorance. So far from having equal eq-
uity, with a former bona fide incumbrancer,
whose deed is duly recorded, he has no eq-
uity at all.

Doswell, 30 Va. (3 Leigh) at 385. Judge Cabell’s dis-
agreement with the majority, however, related
solely to the issue of constructive notice, which he
defined as “no more than evidence of notice, the
presumptions of which are so violent, that the court
will not even allow of its being controverted.” Id.
As to the effect of actual notice, he agreed with the
majority: “It is admitted, on all hands, that actual
notice of a prior deed of trust or mortgage, will bind
a subsequent purchaser[.]” Id. at 384 [*%*24] (em-
phasis added). And he further conceded that if

the recorded deed of trust were not construed as pro-
viding constructive notice, the correct rule of law
was that the purchaser “ought to be protected” with
respect to a purchase, or any portion of it, made
"before he received actual notice of the existence”
of the earlier conveyance. Id. at 388 (emphasis
added).

Given the analysis in Doswell and the teaching in Porter
that § 55-105 was intended to codify the principles of
that case, the court must conclude that HN5 § 55-105 is
simply a limitation on the constructive notice that

would otherwise arise from recordation and does not al-
low a purchaser or mortgagee to simply ignore a con-
veyance or mortgage recorded prior to the time the grantor
acquired record title where the purchaser has actual
knowledge or inquiry knowledge of its existence.

C.
That said, the question remains whether the evidence

shows any such knowledge. The court finds that it does
not. The evidence is clear that neither 1st Mariner nor
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Toone had actual knowledge of the existence of the
Moir deed of trust or the fact that it had been recorded
prior to theirs. It is true that the loan broker, [**25] Brett
Amendola (since he signed the investment agreement

as a guarantor) must have known that the investment was
to be secured by a deed of trust against the parcel. But
even if a loan broker were deemed to be an agent of the
lender such that the broker’s knowledge were attribut-
able to the lender, © the evidence does not show that Mr.
Amendola knew or expected that the Moir deed of

trust was going to be placed on record prior to the 1st
Mariner or Toone deed of trust. The investment agree-
ment nowhere specifies that the Moirs were to be placed in
a first-lien position against the property, and as a profes-
sional loan broker Mr. Amendola would surely not

have expected 1st Mariner to accept anything other than
a first-lien position on an acquisition and construction
loan. Indeed, the very fact that the investment agreement
provides so many other protections for the Moirs--
specifically, the personal guarantee by the Amendolas
and the pledge of the certificate [*135] of deposit--is
compelling evidence that Brett Amendola and the Moirs
fully expected that the Moir deed of trust would be sub-
ordinate to the 1st Mariner deed of trust, since there would
palpably have been no need for such protections

[**26] if the Moirs were to have a first-lien position
for $ 750,000 on a property worth more than $ 5 mil-
lion.

The court additionally cannot find that either 1st Mari-
ner or Toone were placed on inquiry notice of a possible
deed of trust ahead of theirs simply because they knew
Ms. Wilson was still short of the funds needed to com-
plete closing. Even if they might have suspected that
Ms. Wilson would be borrowing the funds from a third
party, there was no particular reason for them to antici-
pate that whoever supplied the funds would be seeking
to record a deed of trust, let alone a deed of trust having
priority over their own.

Finally, the court cannot find that a title bring-down per-
formed according to customary standards in Virginia
would have provided actual notice to 1st Mariner or Toone
of the Moir deed of trust. The most that the [**27] tes-
timony of the Moirs’ expert established was that if a
title examiner had searched the grantor index in the clerk’s
office of the Fairfax County Circuit Court at or about
1:41 p.m. on August 13, 2004, for transactions by Eme-
line Wilson, the Moir deed of trust would likely have ap-
peared. Even he agreed, however, that it was not custom-
ary to run the buyer of real property in the grantor
index as part of a recording bring-down; indeed, he did
not do so himself prior to presenting deeds for recorda-
tion. His personal practice, rather, was to search the buy-
er’s name in the grantor index--affer the instruments had
already been recorded-to insure that they had been prop-

erly indexed.

There are good reasons why a title examiner would not
search the grantor index in the buyer’s name as part of a
title search for a transaction in which the buyer would
be executing deeds of trust to secure the purchase price.
As discussed earlier in this opinion, HN6 under § 55-
105, Code of Virginia, the recording of a deed or con-
tract before a party acquires legal title of record does not
constitute constructive notice to subsequent purchasers
or mortgagors. Additionally, in [*%*28] Virginia, the doc-
trine of “transitory seisin” would prevent any interest
that is perfected simultaneously with the acquisition of
title from achieving priority over a deed of trust to se-
cure the purchase price of the property. As explained

in an early decision,

When, therefore, land is conveyed and the pur-
chaser at the same time gives back a mort-
gage or other incumbrance to secure the pur-
chase-money, he does not thereby acquire
any such seisin or interest as will entitle his
wife to dower, or his creditor to subject the
land to his debts discharged of the mort-
gage. In such cases the deed and mortgage
are regarded as parts of the same contract, and
constitute but a single transaction, investing
the purchaser with seisin for a transitory in-
stant only.

Summers v. Darne, 72 Va. (31 Gratt.) 791 (1879).
See also Straus v. Bodeker’s Ex’x, 86 Va. 543, 10
S.E. 570 (1889) (judgment against buyer did not
have priority over deed of trust for purchase price);
Hurst v. Dulaney, 87 Va. 444, 12 S.E. 800 (1891)
(wife’s dower interest did not have priority over
deed of trust for purchase price); Charlottesville
Hardware Co. v. Perkins, 118 Va. 34, 85 S.E. 869
(1915) [*%29] (judgment lien was subordinate

to deed of trust securing the purchase price even
though the deed of trust was not recorded until al-
most a year after the sale, where recitals in the
deed stated that a deed of trust had been ex-
ecuted).

[*136] In short, the court cannot find that the mere re-
cording of the Moir deed of trust prior to the time she ac-
quired legal title of record would have provided either
constructive or inquiry notice to 1st Mariner and
Toone of the existence of a competing deed of trust. For
that reason, the court agrees with TS3 and Toone that
the priority of their respective deeds of trust are unaf-
fected by, and are superior to, the Moir deed of trust, and
the court will enter judgment in their favor to that ef-
fect.

¢ In his live testimony, Mr. Amendola described himself as the

he considered himself as working for Ms. Wilson.

“contact point” for 1st Mariner, but in his deposition stated that
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D.

Because the court agrees that the purchase-money liens
of TS3 and Toone are not affected by the recording of the
Moir deed of trust prior to the time the deed to Ms. Wil-
son was placed on record, the court need not reach

their alternate argument that because both the deed and
the 1st Mariner and Toone deeds of trust were executed
prior to the execution of the Moir deed of trust, and be-
cause the Moirs either knew or were charged with knowl-
edge of the sales [¥#30] contract under which 1st Mari-
ner and Toone would be secured by deeds of trust, the
Moirs are not good faith purchasers, and their lien is sub-
ordinate to that of TS3 and Toone under the maxim
“that he who is prior in time is prior in law -- that where
two equities are equal, the prior equity shall prevail.”
Wasserman v. Metzger, 105 Va. 744, 749, 54 S.E. 893, 894

(1906). Additionally, since the ruling determining that
the Moir deed of trust is subordinate to the TS3 and Toone
deeds of trust provides full relief to TS3 and Toone,

the court need not rule on their equitable subrogation and
equitable subordination claims.

III.

Given the court’s ruling as to the relative priority of the
TS3, Toone, and Moir deeds of trust, the trustee’s avoid-
ance claim has effectively been rendered moot. Although
the debtor’s schedules valued the property at $
10,600,000, the contract of sale ultimately approved by
the court was for only $ 4,560,000. The proofs of claim
filed by Fairfax County, TS3 and Toone total more

than this amount, leaving the Moir claim unsecured un-
less there is either a successful challenge to the TS3 or
Toone proofs of claim or the currently approved
purchaser [#¥*31] defaults and the trustee is able to sell
the property for significantly more. Because neither out-
come can be entirely ruled out, however, some discus-
sion of the avoidance issue is appropriate.

As discussed in the prior memorandum opinion, HN7 a
bankruptcy trustee has “the rights and powers of, or may
avoid any transfer of property of the debtor . . . that is
voidable by . . . a bona fide purchaser of real property,
other than fixtures, from the debtor . . . that obtains

the status of a bona fide purchaser at the time of the com-
mencement of the case[.]” § 544(a)(3), Bankruptcy
Code. "Simply stated, the bankruptcy trustee is in the

same position, with respect to real estate, as if he were a
bona fide purchaser who bought the property from the
debtor on the filing date and simultaneously perfected the
transfer by recording a deed.” Mayer v. United States
(In_re Reasonover), 236 B.R. 219, 227 (Bankr. E.D. Va.
1999), remanded for further proceedings 238 F.3d 414
(4th_Cir. 2000) (unpublished table decision). See Owen-
Ames-Kimball Co. v. Michigan Lithographing Co. (In re
Michigan Lithographing Co.),” 997 F.2d 1158, 1159
(6th Cir. 1993) [*#32] (”[A] trustee in bankruptcy is given
the rights and powers of a bona fide purchaser of real
property from the debtor if, at the time the bankruptcy is
commenced, a hypothetical buyer could have obtained
bona fide purchaser status.”). The question, therefore, is
[*137] whether a bona fide purchaser who had
bought the property from Ms. Wilson on September 29,
2005--the date of the bankruptcy filing--and had re-
corded his deed the same date, would have taken the
property free from the Moir deed of trust.

When this issue was previously presented to the court, a
trustee had not been appointed, and Ms. Wilson was
prosecuting the avoidance claim in her capacity as debtor
in possession. Because a controlling Fourth Circuit opin-
ion, Pyne v. Hartman Paving, Inc. (In re Hartman Payv-
ing, Inc.), 745 F.2d 307 (4th Cir. 1984), apparently barred
a chapter 11 debtor in possession with actual knowl-
edge of a defective deed of trust from using the trustee’s
strong-arm powers to avoid it, ’ the court was not re-
quired to reach the more difficult question of whether a
bona fide purchaser for value would have been bound by
the Moir deed of trust. The court nevertheless did
briefly discuss [¥#33] the issue. Much of that analysis
has already been set forth in this opinion in determining
the priority of the TS3 and Toone deeds of trust and
need not be repeated.

[**34] Because the Moir deed of trust was recorded
prior to the time the deed to Ms. Wilson was placed on re-
cord, a bona fide purchaser from her on September 25,
2005, would not be charged with constructive notice of its
existence. Va. Code Ann. § 55-105. As the court has al-
ready concluded, however, a purchaser may not simply ig-
nore a deed of trust of which he or she has actual or in-
quiry notice. A crucial and fundamental difference
between TS3 and Toone on the one hand, and a pur-
chaser from Ms. Wilson one year later on the other, is
that such a purchaser would have to search the grantor in-

7

As this court observed in the prior opinion, the extent to which Hartman Paving--which the Fourth Circuit itself has not cited in
the more than 20 years since it was decided--remains good law is questionable. Every other circuit that has addressed the issue
has reached a contrary conclusion. /n re Probasco, 839 F.2d 1352, 1354 (9th Cir. 1988); In re Sandy Ridge Oil Co., 807 F.2d 1332,

1336 (7th Cir. 1986); McCannon v. Marston, 679 E2d 13, 16--17 (3rd Cir. 1982). The decision has also been criticized by two

lower courts within this circuit, one of which was able to avoid its holding by distinguishing it on the facts, In re MSC, Inc., 54
B.R. 650, 652 (Bankr. D. S.C. 1985), and the other by simply assuming it was no longer good law. Glanz v. RJF Int’l Corp. (In re
Glanz), 205 B.R. 750, 754--55 (Bankr. D. Md. 1997). This court noted, however, that there did not appear to be any principled
way of distinguishing the present case from Hartman Paving and concluded that, in the absence of an intervening statutory change
or Supreme Court ruling, the opinion remained controlling on lower courts within the Fourth Circuit.
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dex under Ms. Wilson’s name for adverse conveyances
in order to qualify as a bona fide purchaser. The testi-
mony was undisputed that, while a search of the

grantor index in the clerk’s office of the Fairfax County
Circuit Court could be limited to specific dates, it

could not be limited to specific times of day. Thus, a
search on September 25, 2005, of the grantor index un-
der the name of Emeline Wilson--even a search that was
limited to transactions on or after August 13, 2004 (the
date the deed to her was recorded)--would have shown the
Moir deed of trust. At the very [¥*35] least, therefore,

a hypothetical purchaser from the debtor would have had
inquiry notice of the Moir deed of trust and could not ig-
nore it and still claim to be a bona fide purchaser.

Thus, the court concludes that the trustee is not able, un-
der his strong-arm powers as a hypothetical bona fide
purchaser of real estate, to avoid the Moir deed of trust.
Accordingly, judgment will be entered for the Moirs dis-
missing Count I of the complaint.

Iv.

There remain for consideration the trustee’s and debtor’s
claims for equitable subordination [*138] or recharac-
terization of the Moir claim and for disallowance of that
portion of the claim that comprises the $ 250,000 “in-
vestment return” and the $ 200,000 principal for which the
Amendolas are liable under their guarantee.

A.

In Count II, the trustee and the debtor seek to have the
Moir claim equitably subordinated not only to the TS3 and
Toone deed of trust, but also to the claims of general un-
secured creditors. In this connection, HN8 a bank-
ruptcy court may

(1) under principles of equitable subordina-
tion, subordinate for purposes of distribution
all or part of an allowed claim to all or

part of another allowed claim or all or part
of an interest [¥*36] to all or part of an-
other allowed interest; or(2) order that any
lien securing such a subordinated claim be
transferred to the estate.

§ 510(c), Bankruptcy Code. The Supreme Court
has explained that, HN9 although Congress “in-
cluded no explicit criteria for equitable subordina-
tion” when it enacted § 510(c), the language of
the statute “clearly indicates congressional intent
at least to start with existing doctrine.” United States
v. Noland, 517 U.S. 535, 539, 116 S.Ct. 1524,
1526, 134 L.Ed.2d 748 (1996). That existing doc-
trine, as the Court observed, was judge-made and
was generally triggered by a showing that the
creditor had engaged in “some type of inequitable
conduct” that “resulted in injury to the creditors

of the bankrupt or conferred an unfair advantage on

the claimant.” Id. at 538, 116 S.Ct. at 1526. The
Fourth Circuit has adopted the test set forth in an of-
ten-cited opinion by the Fifth Circuit, Benjamin

v. Diamond (In re Mobile Steel Corp.), 563 F.2d 692
(5th Cir. 1977). See EEE Comm’l Corp. v.

Holmes (In re ASI Reactivation, Inc.), 934 F.2d
1315 (4th Cir. 1991). [**37] Under that test, equi-
table subordination generally requires an inquiry
into (1) whether the claimant engaged in fraudu-
lent conduct, (2) whether the conduct resulted in in-
jury to creditors, and (3) whether subordination
would be consistent with the bankruptcy law. Mo-
bile Steel, 563 F.2d at 699-700; ASI Reactiva-

tion, 934 F.2d at 1320-21. See also Pepper v. Lit-
ton, 308 U.S. 295, 300-10, 60 S.Ct. 238, 246-47, 84
L.Ed. 281 (1939) (stating that a bankruptcy court,
as a court of equity, may sift the circumstances sur-
rounding a claim to prevent injustice and may sub-
ordinate claims of controlling stockholders to pre-
vent injustice). As the Tenth Circuit recently
explained,

“Inequitable conduct” for subordination pur-
poses encompasses three categories of mis-
conduct: (1) fraud, illegality, and breach of fi-
duciary duties; (2) undercapitalization; or

(3) claimant’s use of the debtor as a mere in-
strumentality or alter ego.

In re Hedged-Invs. Assocs., Inc., 380 F.3d 1292,
1301 (10th Cir. 2004). HN10 It has been said that
“equitable subordination is an extraordinary rem-
edy which is applied sparingly.” Bank of N.Y. v. Epic
Resorts--Palm Springs Marquis Villas, LLC (In re
Epic Capital Corp.), 307 B.R. 767, 773 (D. Del.
2004). [**38] For this reason, where the claim-
ant is not an insider or a fiduciary, the party seek-
ing equitable subordination must “demonstrate

... egregious conduct such as gross misconduct tan-
tamount to fraud, misrepresentation, overreach-
ing, or spoliation.” Hedged-Invs., 380 E.3d at 1301
-02; accord, Epic Capital Corp., 307 B.R. at

772.

The trustee’s and the debtor’s argument, stripped to its es-
sentials, is that because the Moirs advanced funds as

an investment rather than a loan, their claim should not
have priority over, or even share ratably with, the claims
of creditors [¥139] who loaned money or extended
credit to the debtor. It is, of course, true that the agreement
--which was prepared by Mr. Moir--setting out the

terms of the transaction consistently refers to the funds be-
ing provided as an “investment” rather than a loan. Yet,
it also refers to Ms. Wilson throughout as the ”bor-
rower” and also refers at one point to the “debt secured
by this agreement.” Additionally, there is no evidence that
the Moirs engaged in fraud or some other conduct de-
signed to secure an unfair advantage over other credi-
tors. Nor were the Moirs insiders taking advantage of
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some special [**39] relationship to, or influence over,
the debtor. Rather it appears that they acted in good faith
to provide Ms. Wilson the funds she needed in order to
complete the purchase of the property. At the time the
terms were agreed to, bankruptcy was not even on the
horizon, and everyone fully expected that Ms. Wilson
would be able to refinance or sell the property within a
year and pay everyone off. At least, then, as to the prin-
cipal and interest (“cost of carry”) on the funds ad-
vanced by the Moirs, no basis has been shown to equi-
tably subordinate their claim to the claims of other
creditors.

The $ 250,000 “kicker” presents a more difficult issue,
since it seems likely that one of the reasons--perhaps even
the primary reason--the agreement refers to the transac-
tion as an investment rather than a loan is to avoid the
maximum limits on interest under Virginia usury laws.
Except as otherwise permitted, the maximum rate of in-
terest that may be charged on a loan in Virginia is

12% per annum. Va. Code Ann. § 6.1-330.55. The excep-
tions, to be sure, are so legion as to almost swallow

the rule. In particular, there is no interest limit on loans se-
cured by a first deed [¥#40] of trust against real es-
tate. Va. Code Ann. § 6.1-330.69. But while the invest-
ment agreement in this case provides that the sums due
from Ms. Wilson would be secured by a deed of trust
against the property she was acquiring, nothing in the
agreement specifically requires or contemplates that the
deed of trust would be a first deed of trust. Indeed,

the priority of the deed of trust was never a subject of
the negotiations between the Moirs and Ms. Wilson. For
loans secured by a subordinate mortgage or deed of
trust on residential real estate improved by one to four
family dwelling units, the general limit on interest (sub-
ject to many exceptions, none of which apply here) is
an annual yield of 18%. Va. Code Ann. § 6.1-330.71. Thus,
by characterizing the advance of funds as an “invest-
ment” rather than a loan, the Moirs have positioned them-
selves to receive a return that far exceeds what they
would have been entitled to had the transaction been de-
nominated a loan.

HNII 1t is true that there is nothing inherently inequi-
table when parties dealing at arm’s length with each other
agree to structure a financial transaction in a way that
[**41] is more favorable to the party putting up the
money. Put another way, equitable subordination is not ap-
propriate simply because the claim is larger than it
would have been had the parties structured the transac-
tion some other way. Nevertheless, even though the agree-
ment to pay $ 250,000 as an “investment return” may
not rise to the traditional level of “egregious conduct such
as gross misconduct tantamount to fraud, misrepresenta-
tion, overreaching, or spoliation,” Hedged-Invs., 380
E.3d at 1301-02, the court is persuaded that a claim for
what amounts to dashed expectations of a large profit
rather than out-of-pocket losses unfairly dilutes the
claims of creditors who will likely not recover even their
principal. For that reason, the court concludes that un-

der the specific facts of this case, the $ 250,000 “invest-
ment return” should be [¥140] subordinated to the
claims of general creditors. Accordingly, judgment will
be entered for the trustee and the debtor on Count II sub-
ordinating payment of the $ 250,000 “investment re-
turn” to claims of timely-filed unsecured creditors.

B.

As an alternative to equitable subordination, the debtor
and the trustee ask that the court recharacterize [**42] the
Moir claim as an equity investment. HNI12 As a practi-
cal matter, recharacterization of a debt as equity achieves
essentially the same result as equitable subordination,
since equity receives distributions in bankruptcy only af-
ter creditors have been paid in full. Cohen v. KB Mezza-
nine Fund Il, L.P.(In re SubMicron Sys. Corp.), 291 B.R.
314, 322 (D. Del. 2003). However, recharacterization
proceeds from a different premise. Equitable subordina-
tion, as noted, focuses on the creditor’s conduct vis-a-
vis the debtor or other creditors. By contrast, “[w]hen a
putative loan to a corporation is recharacterized, the courts
effectively ignore the label attached to the transaction

at issue and instead recognize its true substance.” In re
Hedged-Invs. Assocs., Inc., 380 F.3d 1292, 1297 (10th Cir.
2004) (emphasis added). As a result, “[t]he funds ad-
vanced are no longer considered a loan which must be re-
paid in bankruptcy proceedings as corporate debt, but
are instead treated as a capital contribution.” Id.

HNI13 Courts have articulated a number of tests for deter-
mining whether to recharacterize debt as equity. In a re-
cent decision, the Fourth Circuit endorsed [**43] a

test that considered the following factors:

(1) the names given to the instruments, if any,
evidencing the indebtedness; (2) the pres-
ence or absence of a fixed maturity date and
schedule of payments; (3) the presence or
absence of a fixed rate of interest and inter-
est payments; (4) the source of repayments;
(5) the adequacy or inadequacy of capitaliza-
tion; (6) the identity of interest between the
creditor and the stockholder; (7) the secu-
rity, if any, for the advances; (8) the corpora-
tion’s ability to obtain financing from out-
side lending institutions; (9) the extent to
which the advances were subordinated to the
claims of outside creditors; (10) the extent
to which the advances were used to acquire
capital assets; and (11) the presence or ab-
sence of a sinking fund to provide
repayments.

Official Committee of Unsecured Creditors v. Fair-
child Dornier GmbH (In re Dornier Aviation
(North America), Inc.), 453 F.3d 225, 233 (4th Cir.
20006) (citing Bayer Corp. v. Masco Tech, Inc. (In
re_AutoStyle Plastics, Inc.), 269 F.3d 726, 749-50
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(6th Cir. 2001)).

As a threshold issue, however, the court must consider
whether a claim [**44] against an individual debtor, as
opposed to a corporation, can ever be recharacterized

as “equity.” Individuals, unlike corporations, do not have
shareholders or other forms of equity interests. The
debtor and the trustee have cited no cases in which a bank-
ruptcy court has recharacterized a debt as equity when
the debtor was an individual. At the same time, where an
individual enters upon a business venture, a “silent part-
ner” providing funds to what is effectively, even if not
formally, a joint venture could be seen as making an eq-
uity investment rather than a loan. The court will as-
sume, therefore, that in appropriate circumstances the ad-
vance of funds to an individual might be viewed as an
equity investment rather than a loan. In the present case,
however, the court is unable to find that the require-
ments for treating the $ 500,000 advance as an equity in-
vestment have been met. Although it is true that the
agreement consistently refers to the advance as an “invest-
ment,” there is a [*141] fixed maturity date, a fixed
schedule of payments; and a fixed interest rate (“cost of
carry”). The Moirs are given no control over the proj-
ect, and neither the amount or timing of repayment is
contingent [**45] upon the financial success of the proj-
ect. Accordingly, even assuming that recharacterization
could properly be applied in the case of an individual
debtor, the facts of this case do not support such a rem-
edy.

C.

Only brief discussion is warranted with respect Count
III, which seeks to disallow as components of the Moirs’
claim both the $ 250,000 investment return and the $
200,000 portion of the principal that is guaranteed by the
Amendolas. While good arguments have been put forth
for equitably subordinating the investment return, no au-
thority has been cited to show that it is not otherwise

an enforceable obligation and should therefore be disal-
lowed. Similarly, no authority has been cited to support
disallowance of an otherwise valid claim simply be-
cause it has been guaranteed by someone else. It was the
debtor who received the $ 500,000 that the Moirs ad-
vanced and it is the debtor who is primarily liable for its
repayment. The court is aware of no authority--and cer-
tainly, none has been cited--for the proposition that a
creditor must proceed against a guarantor before seek-
ing recovery from the party with primary liability. Of
course, where a creditor has already collected from [**46]
a guarantor or other party who may be secondarily li-
able, the debtor’s liability to the creditor is accordingly re-
duced. The liability to the creditor, however, would or-
dinarily be replaced by a corresponding liability to the

guarantor. 8 In any event, there is no evidence that the
Amendolas have paid any portion of the Moirs’ claim
against Ms. Wilson. That being the case, there is no le-
gal basis for reducing the claim by the amount of the
guarantee.

D.

Count IV, finally, does not seek relief independent of the
other counts in the complaint but simply asks that the
Moirs’ filed proof of claim be disallowed as [¥*47] a se-
cured claim and adjusted to take account of the court’s
ruling on the other counts. As discussed, the court finds no
basis for disallowing any portion of the Moir claim.
However, because the court has determined that the Moir
deed of trust is subordinate to the TS3 and Toone

deeds of trust, and because the total amount of those
liens and the County of Fairfax’s claim for unpaid real es-
tate taxes exceed the apparent value of the property,

the Moirs’ claim is an unsecured claim, since HN15 in
bankruptcy a claim is secured only to the extent of the
value of the collateral securing the creditor’s interest.

§ 506(a), Bankruptcy Code. Moreover, even as an unse-
cured claim, the court has determined that payment of
the $ 250,000 “investment return” should be equitably sub-
ordinated to timely-filed unsecured claims. Thus, as a
practical matter, no payment is likely to be made on the in-
vestment return. However, to the extent assets should be-
come available, the Moirs would be entitled to pay-
ment of the investment return after the timely-filed
unsecured claims have been paid in full.

A separate judgment will be entered consistent with this
opinion.

Date: Dec 27 2006

Alexandria, [*%*48] Virginia
/s/ Stephen S. Mitchell

United States Bankruptcy Judge

Entered on Docket: 12/27/2006

JUDGMENT

A trial was held before the court without a jury on Au-
gust 28 and 29, 2006. The plaintiffs and the defendants
(except for the trustees under the deeds of trust) were
represented by counsel.

Upon consideration of the pleadings, testimony, exhibits
and argument of counsel, and for the reasons stated in
the memorandum opinion filed with this order, it is

More precisely, HN14 a guarantor is subrogated to the creditor’s claim to the extent of any payments the guarantor has made.
§ 509(a). Bankruptcy Code. The guarantor is not entitled to payment of the subrogated claim or of an independent claim for re-
imbursement or contribution, however, until the creditor has been paid in full. § 509(c), Bankruptcy Code.
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ADJUDGED, ORDERED AND DECREED:

1. Judgment is entered in favor of defendants TS3
Grantor Trust and Charles A. Toone, Trustee on Count
of their cross-claim against defendants David Moir, Van-
essa Moir, Jeffrey J. Fairfield, Trustee, and Norman F.
Hammer, Trustee, determining and declaring that the
lien of that certain deed of trust from Emeline D. Wil-
son to Norman F. Hammer, Jr., and “Jeffrey J. Fairchild,
Trustee” [sic] dated August 10, 2004, and recorded on
August 13, 2004, in Deed Book 16397, Page 2072, among
the land records of Fairfax County, Virginia, securing Da-
vid Lindsay Moir and Vanessa Margaret Moir, is sub-
ordinate and inferior to the liens of (a) that deed of trust
from Emeline D. Wilson to Stephen [**49] Scott Barr
and Bradley J. Johnson, Trustees, dated August 4, 2004,
and recorded on August 13, 2004 in Deed Book

16398, Page 1666, securing 1st Mariner Bank and (b)
that deed of trust from Emeline D. Wilson to John S. Bur-
son and William M. Savage, Trustees, dated August 4,
2004, and recorded on August 13, 2004, in Deed Book
16398, Page 1684, securing Charles A. Toone, Trustee un-
der the Toone Land Trust Agreement.

2. The property affected by this judgment is that certain
lot or parcel of land together with improvements
thereon, situate, lying and being in the Drainsville Dis-
trict, Fairfax County, State of Virginia, and more particu-
larly described as follows:

Beginning at a pipe on the northerly side of
the Georgetown Pike, the said pipe being S 65
degrees 20" E. 120.5 feet and S. 69 degrees
59.5” E. 604.9 feet from a stone at the south-
east corner of Dr. Snyder, thence departing
from the pike and running with the line of a
3.333 acre tract, N. 17 degrees 20.5" E.
726.8 feet to a pipe, thence S. 69 degrees
59.5° E 300 feet to a pipe, thence S. 17 de-
grees 20.5° W. 726.8 feet to a pipe on the said
side of Georgetown Pike, thence with the
side of the pike N. 69 degrees 59.5° W. 300.0

[**50] feet to the beginning, containing
five acres. Said parcel is further identified as
Fairfax County, Virginia Map Reference
No. 021-4/06//-D.

3. Judgment is entered for the plaintiffs on Count II of
the complaint against defendants David Moir and Van-
essa Moir equitably subordinating that portion of the
claim of David Moir and Vanessa Moir (and any lien se-
curing it) representing the $ 250,000 “investment re-
turn” (referred to in the deed of trust as the “real estate re-
turn”) to the payment of timely-filed unsecured claims
in this case.

4. Judgment is entered for defendants David L. Moir
and Vanessa M. Moir on Counts I and III of the com-
plaint, and those counts are dismissed.

5. Judgment is entered in favor of cross-defendants Da-
vid L. Moir and Vanessa M. Moir dismissing Counts II, III
and IV of the cross complaint by TS3 Grantor Trust

and Charles A. Toone, Trustee, as moot in light of the re-
lief granted on Count I of the cross complaint.

6. Judgment is entered in favor of cross-defendants TS3
Grantor Trust and Charles A. Toone, Trustee, dismiss-
ing Counts I and II of the cross-complaint by David Moir
and Vanessa Moir.

7. Each party will bear its own costs.

8. The clerk will mail [*#51] a copy of the memoran-
dum opinion and this judgment, or give electronic notice
of their entry, to counsel for the parties.

Date: Dec 27 2006

Alexandria, Virginia

/s/ Stephen S. Mitchell

United States Bankruptcy Judge
Entered on Docket: 12/27/2006
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