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The issues in this adversary proceedi ng, which were tried on
stipulated facts, are whether a trust deed that was rel eased by
m st ake prepetition nmay be reinstated and, if so, whether the
security interest is avoidable under 88 544 or 547. The court
concludes that the trust deed may be reinstated and that the
security interest is not avoi dable.

The court concludes that Oegon |aw foll ows the general rule
that, in the absence of prejudice to any party acting in reliance
on the release, a nortgage rel eased by m stake nmay be reinstated
toits original priority.

The court then explains that the security interest was not
avoi dabl e under § 544, because the plaintiff had constructive
notice of the security interest by virtue of the defendant’s
prepetition filing of a notice of |lis pendens. The court rejects
the plaintiff’s argunent that 88 544 and 547 work interactively,
so that if the filing of the Iis pendens is avoi dabl e under
8 547, it cannot provide notice under 8 544. The court states
that a party seeking avoi dance under 8 544 nust prove the
el ements of that claimindependently of the operation of § 547.

Finally, the court concludes that the security interest is
not avoi dable as a preference under 8 547, because once the trust
deed is reinstated with its original priority, the rel evant
transfer is that which occurred when the trust deed was
originally recorded, a date that was well outside of the 90 day
preference period.
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UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF OREGON

In Re:

N

Bankr upt cy Case
No. 302-42486-¢el p13
CHRI STOPHER ELLI OT GRAY

Debt or .

CHRI STOPHER ELLI OT GRAY, Adversary No. 02-3587-elp
Pl aintiff,
V. MEMORANDUM OPI NI ON

HOUSEHOLD FI NANCE CORP. |1,

N N N N N N’ N N N N N N N N N

Def endant .

The issues in this adversary proceedi ng are whether a trust
deed that has been rel eased by m stake may be reinstated and, if so,
whet her the security interest is avoidable under 88 544 or 547.1

These issues were tried on stipulated facts. For the reasons

1 Unl ess otherwi se indicated, all section references are to
t he Bankruptcy Code, 11 U S.C 88 101-1330.
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di scussed below, | conclude that the trust deed may be reinstated,
and that the security interest is not avoi dable.
FACTS

On April 5, 2001, Christopher E. Gray (“plaintiff”) executed
a note payable to Household Finance Corp. Il (“HFC'). The note was
secured by a deed of trust of the sane date. The deed of trust
encunbered real property |ocated at 13189 Sout hwest 154th Ave,
Tigard, Oregon 97223 (“the property”). There is no dispute that the
deed of trust was properly recorded in the real property records for
Washi ngt on County. ?

On February 21, 2002, HFC m stakenly recorded an Appoi nt ment
of Successor Trustee and Deed of Full Reconveyance (“the
reconveyance”). According to HFC s proof of claimin this case,
plaintiff still owed HFC approxi mately $223, 626.98 on the note as of
the petition date.

On Septenber 21, 2002, HFC recorded a Notice of Lis Pendens
in the Washi ngton County real property records. The notice stated
that HFC had filed an action against plaintiff in state court and
that “[t]he object of the action is: Conplaint to set aside
Reconveyance, for Declaratory Relief regardi ng Reconveyance and for

Recovery of Funds or Damages[.]” Notice of Lis Pendens, § 3. HFC,

2 These facts concerning the note and deed of trust are
taken fromthe parties’ stipulated facts. The parties state in
their stipulated facts that exhibits A and B are copies of the note
and trust deed, respectively. Exhibits A and B appear to be
docunents relating to an earlier |oan, not the transaction at issue
her e.
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inits state court conplaint, requested that the reconveyance be
resci nded, cancelled or declared void ab initio and that the deed of
trust be reinstated with its original validity and priority.

After plaintiff filed his chapter 13 petition, he instituted
this adversary proceeding against HFC. In his first claimfor
relief, plaintiff seeks a determ nation that HFC has no security
interest in the property. In his second claimfor relief, plaintiff
all eges that, if HFC does have a security interest in the property,
that interest is avoidable under 8 544(a)(3) as an unperfected
security interest. Finally, in his third claimfor relief,
plaintiff alleges that, “if HFC has a perfected security interest in
the Property by virtue of the recording of the Lis Pendens,” that
interest is avoidable as a preferential transfer under 8§ 547(Db).
Adversary Conplaint, | 25.°3

| SSUES

1. Wether HFC has a security interest in the property.

2. \Wihether HFC s security interest may be avoi ded under
§ 544(a)(3).

3. Wihether HFC s security interest may be avoi ded under

§ 547(b).

3 The chapter 13 trustee has assigned the avoi dance cl ains
to plaintiff.
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DI SCUSSI ON

1. HFC has a security interest in the property.

State | aw governs whether and to what extent a creditor hol ds

security interests in a debtor’s property. 1n re Bakersfield Wstar

Anbul ance, Inc., 123 F.3d 1243, 1246 (9th G r. 1997). Generally,

where a nortgage has been rel eased by m stake, the rel ease nay be
vacated and the nortgage reinstated.

It is a generally accepted rule that where a nortgage . . .
has been rel eased or satisfied through m stake, it nmay be
restored in equity and given its original priority as a
lien[,] provided no injury is inflicted on one who has
innocently relied on the rel ease and either purchased the
property or made a | oan thereon on the strength of such
cancellation. . . . “The principle which underlies all the
reported decisions . . . 1Is, when the legal rights of the
parti es have been changed by m stake, equity restores themto
their former condition, when it can be done w t hout
interfering wwth any new rights acquired on the faith and
strength of the altered condition of the |legal rights, and
Wi thout doing injustice to other parties.”

United States v. 168.8 Acres of Land, 35 F. Supp. 724, 726-27

(MD.N C 1940) (quoting Lunber Exch. Bank v. MIler, 40 N Y.S. 1073
(N.Y. App. Div. 1896))(citations omtted). See also 55 AM JUR 2D

MORTGAGES § 474 (1996); 59 C.J.S. MRTGAGES § 260 (2002).

Oregon law is in accord. |In Holzneyer v. Van Doren, 172 O.

176 (1943), a first priority deed of trust was rel eased based on the
m st aken belief that certain real property was not encunbered by
junior liens. The Oregon Suprene Court affirnmed the trial court’s
decree cancel ling the reconveyance of the deed. 1In so doing, the
court rejected the argunent that relief was only appropriate where
the m stake was not attributable to the plaintiff’s own negligence.

The court concluded that, in the absence of prejudice, a
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“consi derabl e degree of carel essness” would not bar relief. 1d. at
189. 4

The parties have stipul ated that HFC “executed and filed the
Reconveyance by m stake, since Plaintiff has not paid the underlying
obligation.” Stipulated Facts, Y 4. There is no indication that
reinstating HFC s deed of trust will prejudice any third party who
acted in reliance on that rel ease.®

Plaintiff cites Oregon statutes governing the creation,
perfection and rel ease of security interests in real property. To
the extent plaintiff is arguing that HFC cannot have a security
interest in the property w thout again conplying with those
statutory requirenents, | reject that argunment. Were a lien is
di scharged by mi stake, equity nerely reinstates the lien, it does

not create a new one. See French v. DeBow, 1878 W. 3406, *2 (M ch.

1878) .
2. Plaintiff may not avoid HFC s security interest under

8§ 544(a)(3).

8 544(a) provides, in relevant part, that

4 HFC al so relies on Oregon Bank v. Hildenbrand, 81 O . App.
171 (1986). This case does not support HFC s position. The court
in Oregon Bank all owed reinstatenent of the nortgage “[without
considering [the] plaintiff’s claimof inadvertence and m stake.”
ld. at 176.

5 While plaintiff does argue that the trustee’s rights wll
be prejudiced by reinstatenment of the deed of trust, the validity of
t hat cl ai m depends on whet her the requirenents for avoi dance under
8 544 are nmet. | wll address that issue in the next section of
t hi s menorandum
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[t]he trustee shall have, as of the comrencenent of the case,
and wi thout regard to any know edge of the trustee or of any
creditor, the rights and powers of, or may avoid any transfer
of property of the debtor or any obligation incurred by the
debtor that is voidable by--

(3) a bona fide purchaser of real property . . . from

t he debtor, against whom applicable | aw permts such
transfer to be perfected, that obtains the status of a
bona fide purchaser and has perfected such transfer at
the tine of the commencenent of the case, whether or not
such a purchaser exists.

This provision allows the trustee to avoid an interest in real
property that woul d be voi dabl e under state |aw by a bona fide

purchaser. |In re Mchael, 49 F.3d 499, 501 (9th Cr. 1995).

“To qualify as a bona fide purchaser” under Oregon |aw, a
pur chaser nmust have acquired its interest “w thout any know edge or

notice of the” prior claim Akins v. Vermast, 150 O . App. 236, 241

(1997). *“The notice that will deprive the nortgagee of priority can

be either actual or constructive.” H.gh v. Davis, 283 O. 315, 333

(1978) (en banc). “Constructive notice may be ‘record notice’ (a
recorded docunment) or ‘inquiry notice’ (a duty to inquire).” AKins,
150 Or. App. at 242 (citations omtted). The filing of a notice of
lis pendens “is notice . . . of the rights and equities in the

prem ses of the party filing the notice.” ORS 93.740(1).

Plaintiff may not avoid HFC s security interest, because he
had constructive notice of HFC s interest in the property by virtue
of HFC s prepetition filing of a notice of |lis pendens. See In re
Qurs, 27 B.R 163, 165 (9th Cir. BAP 1983)(§ 544(a)(3) claim

defeated by filing of notice lis pendens).
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Plaintiff concedes in his trial nmeno that the filing of a
notice of lis pendens will normally defeat a 8 544 avoi dance acti on.
However, plaintiff argues that,

in the case at hand, the recording of the Lis Pendens agai nst

[plaintiff’s] Property is a transfer avoi dable under 11

US.C 8§ 547(b) as a preference. Due to the avoidance of the

Lis Pendens, no other docunent satisfying the requirenents of

ORS 93.643[°] was filed in the county records, therefore,

[ HFC s] unperfected security interest is avoi dabl e pursuant

to 11 U. S.C. 8§ 544(a)(3).

Plaintiff’s Trial Meno, 9:4-8.

The problemwi th plaintiff’s argunent is that it assumes that
88 544 and 547 operate interactively, which they do not. A party
seeki ng avoi dance under 8 544 nust prove the elenents of that claim

i ndependently of the operation of 8 547. In re Gurs, 34 B.R 755,

757 (9th Cir. BAP 1983). Assuming HFC s filing of the notice of lis
pendens effected a transfer that may be avoided in bankruptcy under
8 547(b), it does not follow that the notice can be treated as if it
never existed for purposes of a 8 554(a)(3) analysis. There is a

difference, which plaintiff seeks to ignore, between avoi dance and

6 Wth certain exceptions not relevant here, ORS 93.643(1)
provi des t hat

[t]o give constructive notice of an interest in real property,
a person must have docunentation of the interest recorded in
t he indi ces maintai ned under ORS 205.130 in the county where
the property is located. Such recordation, and no ot her
record, constitutes constructive notice to any person of the
exi stence of the interest[.]
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decl aring sonmething void fromits inception. In appropriate
circunstances, 8 547(b) allows the former, not the latter.’
3. Plaintiff may not avoid HFC s security interest under

8§ 547(b).

Wth certain exceptions not relevant here, 8 547(b) states

t hat
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
debt or before such transfer was nade;
(3) made while the debtor was insolvent;
(4) made-
(A) on or within 90 days before the date of 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
i nsider; and
(5) that enables such creditor to receive nore than such
creditor would receive if--
(A) the case were a case under chapter 7 of this
title;
! Cting In re Professional Investnent Properties of Am,

955 F.2d 623 (9th Cr. 1992), HFC also argues that certain portions
of the chapter 13 bankruptcy schedul es and proposed plan filed in
this case put plaintiff on inquiry notice of HFC s claimto the
property. Plaintiff disagrees, citing Inre Cearwater, 1997 W
101975 (Bankr. D. O. 1997). Because | have decided that plaintiff
had constructive notice of HFC s claimto the property by virtue of
the filing of the notice of |lis pendens, | need not decide whether
plaintiff’s bankruptcy schedul es and proposed plan al so inparted
notice of HFC s interest in the property.
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(B) the transfer had not been nade; and

(© such creditor received paynent of such debt to

the extent provided by the provisions of this

title.
The issue in this case is whether there was a transfer within the 90
day preference period.® HFC does not dispute that the other
requirenents are nmet. Plaintiff’s argunent is that HFC s filing of
the notice of |lis pendens was an avoi dable transfer of an interest
of debtor in property under 547(b), and that the avoi dance of that
transfer results in the avoidance of HFC s security interest in the

property. | disagree.

Plaintiff relies solely on In re Lane, 980 F.2d 601 (9th GCr

1992), but the facts of Lane are distinguishable fromthose of this
case. In Lane, a creditor initiated a prepetition California state
court action against the debtor. Shortly thereafter, the creditor
filed a notice of lis pendens. The state court entered a judgnent
in favor of the creditor. Lane filed a bankruptcy petition and,
within 90 days preceding the filing of the petition, the creditor
recorded the state court judgnent. The Ninth Crcuit affirmed the
bankruptcy court’s determ nation that the creditor’s security

i nterest was not avoi dable under 8 547. The court in Lane held that
under California law, the filing of the notice of |lis pendens was a
transfer within the neaning of 8 547, and that the creditor’s

interest in Lane’s property created pursuant to the recordation of

8 There is no indication that the | onger preference period
for insiders provided for under 8 547(b)(4)(B) is applicable in this
case.
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t he judgnent related back to the date the lis pendens was filed, a
date that was outside of the preference period.

In this case, the facts and applicable state law differ from
those presented in Lane. The court in Lane acknow edged that the
operation of a notice of |is pendens is determ ned “by the terns and
effective scope of the” ultimate decision concerning the property in
di spute. 980 F.2d at 604. As | have discussed above, Oregon | aw
requires that the reconveyance be set aside and HFC s lien restored
toits original priority. Plaintiff’s argunent m sses the point
that once the reconveyance is cancelled, and HFC s deed is
reinstated to its original priority, the relevant transfer is that
whi ch occurred in April 2001 when the trust deed was originally
recorded, a date that is well outside of the preference period.

Thus, assuming that HFC s filing of a notice of |is pendens
effected a transfer within the nmeaning of 8 547, avoi dance of that
transfer does not equate to avoidance of HFC s security interest in
the property. The creation and validity of HFC s security interest
is not dependent on the filing of the notice of lis pendens. Under
Oregon law, HFC s interest in the property was created in April of
2001. Absent a bona fide purchaser or other transferee with greater
rights under Oregon law, the reinstatement of HFC s |ien by vacating
the mstakenly filed reconveyance is continuously effective fromthe
original date of the trust deed.

CONCLUSI ON
For the reasons set forth above, | conclude that HFC has a

security interest in the property and that the security interest is
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not avoi dabl e under 88 544 or 547. Counsel for HFC shall |odge a

judgment within ten (10) days of entry of this menorandum opi ni on.

ELI ZABETH L. PERRI S
Bankr upt cy Judge

cC: Krista L. Wiite
Robert J Vanden Bos
United States Trustee
Rick A. Yarnall
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