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From the Bankruptcy Courts
Benjamin WeintrauC* and Alan N. Resnick**
A SECURED CREDITOR'S RIGHT
TO FUNDS RECEIVED BY A
·TRUSTEE IN SETTLEMENT OF AN
ACTION TO AVOID A
FRAUDULE;NT TRANSFER OF
COLLATERAL

by the trustee pursuant to one of
the so-called avoiding powers. 3
These p~wers ena}:>le the trustee
to avoid certain transfers and to
set aside certain liens. 4

One of the primary duties of a
trustee in a chapter 7 liquidation
case is to "collect and reduce to
moriey the property of the estate
for which such trustee serves." 1
This function Jllay be compar~. tively .easy -when the trustee
comes into possession of tangible
property that t~ debt~r owned
when the petition was fil~d. However, although the estate·includes
"all legal or 'equitable· i{!terests of
the '<ie)Jtor in property as of the
commencement of the case, " 2 the
scope of the estate goes beyond
these property ·interests. The
United States Code also includes,
in the estate, l?roperty recovered

Fraudulent Transfer of
Encumbered Assets

In the trustee's effort to recover
property using one of the avoiding
powers (such as when the trustee
attempts to avoid a preference 5 or
fraudulent transfer 6), it is common for th,e adversary proceeding
against the transferee to be settled
with court approval. The result of
this settlement is that the transferee retains the property transferred but pays part of its value to
the trustee in cash. Another
~ommon situation. is where the
property that was fraudulently
conveyed prior to 'bankruptcy is
subject· to a perfected ·security
interest or other lien in an amount
.that is less "than the value of
* Counsel to the law firm of Levin & the property transferred. Jf the
W~intraub & Crames, New York City;
trustee receives a cash settlement
memb~r of the National Bankruptcy Conin a fraudulent-conveyance action
ference.
. . .
**Benjamin Weintraub, D1stmgmshed
Professor of Bankruptcy -Law, Hofstra
University School of Law, Hempstead,
New York; Counsel to the law fi~ of
Betkman, Henoch, _Peterson, Kadm &
Peddy, Garden City: New York; member
of the National Bankruptcy Confe,rence.

u.s.c.

1

11

l

11 U.S.C. § 541(a)(l).

§ 704(1).

-
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3 See 11 U.S.C. § 541(a)(3).
• See B. Weintraub & A. Resnick,
Bankruptcy Law Manual ch. 7 ("The
Trustee's Powers") (rev. ed. 1986).
s See 11 U.S.C. § 547.
6 See 11 U .S.C. § 548.

FROM THE BANKRUPI'CY COURTS

involving the fraudulent transfer
of assets that are encumbered by a
secured creditor's lien, does the
lien attach
to
the settlement pro.
\
ceeds7 The answer_ to this question is found in the recent case of
In re Figearo, 7 in which a secured
creditor sought a,determination of
the nature and extent of a lien on
money in the possession of the
chapter 7 trustee. The money represented the amount received by
the. trustee from the compromise
of a fraudulent-conveyance action
involvjng a prepetition transfer of
the debtor's inventory.
In re Figearo

The debtor operated a jewelry
business and granted a security
interest in his jewelry inventory
to a creditor, Steven Haley, on
January 17, 1985. The security
agreement contained a broad after-acquired property clause and
included as collateral all proceeds
of the inventory. Subsequently,
but prior to filing a bankruptcy
petition, the debtor transferred a
significant portion of his inventory
to Pacific Pawnbrokers, Inc.
In the debtor's chapter 7 case,
the trustee commenced an adversary proceeding against Pacific,
alleging that the transfer of inventory was a fraudulent conveyance
avoidable under Section 548 of the
Bankruptcy Code. Specifically,

7

the trustee claimed that, within
one year prior to bankruptcy, the
debtor transferred property worth
$20,000 to Pacific but received
only $1,200 as consideration. The
suit was settled for $2,500, and the
compromise was approVed by the
court.
Haley, who held the ,security
interest in the debtor's inventory
and filed a proof of claim in the
amount of $7,342, claimed that the
$2,500 received by the trustee in
settlement of the fraudulent-'-conveyance action was subject to
his security interest because it
constituted proceeds from the sale
or other disposition of the collateral. The trustee took the position
that the money was derived from
the compromise and did not constitute property or proceeds to
which Haley's security interest
could attach.
Haley argued that the transfer
to Pacific was a violation of Article 6 of the Uniform Commercial
Code governing bulk sales, as
well as a violation of the Uniform Fraudulent Conveyance Act
adopted in the state of ~evada.
Thus, under state law Haley could
have avoided the transfer of inventory. Haley concluded that
since he could 'have ,obtained this
remedy under state law but was
precluded from doing so postpetition -because ' of the a1,1tomatic
stay, 8 any recovery by the trustee

79 Bankr. 914 (Bankr. D. Nev. 1987).
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8 Any recovery by the trustee would
have been property of the state under

i
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in a similar action should accrue
to his benefit.
Analyzing several cases that
had addressed the issue whether
the recovery of property by the·
estate through the trustee's avoid.ing .ppwers remained subject to a
prepetition security interest, the
court found that 'the majority of
cases held in favor of the secured
creditor. Among the cases cited,
In re Mid-Atlantic Piping of Charlotte9 held that since the· creditor's·security interest extended to
the property preferentially transferred by the debtor, any recovery
by the trustee in the preference
litigation would be subject to the
security interest. However, at least
one court has <helq against the
secu~d creditor. In In re Integrated Testing Products Corp., 10
the court held that since" the· secured creditor did not have any
security interest in the trustee's
righ~ to recover preferen~~s ~nder
state law, it had no secunty mterest in the -fUnds recovered by the
trustee in the preference litigation.

§ $41(a)(3). Therefore, any postpetiti~n attempt by Haley to set aside the transfer or
,foreclose on the property was automatically stayed wheY! the debtor filed a bankruptcy petition. See 11 U.S.C. §§ 362(a)(3)
362(a)(4).
9 24 Bankr. 314 (Bankr. WrD.N.C.
1982); In re Cambria •Clover Mercantile
Co., 51'Bankr. 983, 986 (Bankr. B.D. Pa.
1985); In re Lively, 74 Bankr. 238 (Bankr.
S.D. Ga. 1987).
10 69 Bankr. 901 (Bankr. D.N.J. 1987).
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P6stpetition EffeCt qf Security
Interest
Following tije approach taken
in Integrated Testing, the bankruptcy court in Figearo began its
analysis with Section 552 of the
Bankruptcy Code, which governs
the postpetition effect of a security interest. Section 552(a) contains the general rule that "property acquired by the estate or by
the debtor after fhe commencement of the case is not .subject to
any lien resulting from any security agreement entered into by th~
debtor before the commencement
of the case." 11 This provision is
designed to limit the effect of
after-acquired property clauses in
prepetition security agreements
so that property acquired postpetition may be obtained free of the
lien. Section 552(b) contains an
important exception, however,
that continues the security interest in postpetition "proceeds,
product, offspring, rents,, or
profits" of prepetition collateral
to the extent provided in the security agreement and by applicable
nonbankruptcy law, ''except to
any extent that the court, after
notice ·and a hearing'based on the
equities of the case, orders otherwise." 12

11
12
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11 U.S.C. § 552{a).
11 u.s.c. § 552(b).

FROM THE BANKRUPTCY .COURTS

Does Right to Avoid Constitute
''Proceeds''?
Applying Section 552 to the
facfs of the· case, the court focused on two legal issues. "The
first issue was whether the trustee's right to avoid the transfer
under the trustee's avoiding powers constitutes "proceeds" of the
inventory as provided in the security agreement and applicable
nonbankruptcy law. Consistent
with the holding in Integrated
Testing, the court in Figearo held
that the trustee's right of recovery
in the fraudulent-conveyance action was not "proceeds" of the
inventory so that Section 552(b)
did not help the secured creditor's
position. "Proceeds" are defined
in the Unifqrm Commercial Code
as "whatever is received upon the
sale, exchange, collection or other
disposition of collateral or proceeds."13 The UCC divides proceeds into two categories: Money,
checks, deposit accoullts, etc.,
are "cash proceeds," and all other
forms are "noncash proceeds."
Although it is arguable that the
trustee's right to avoid. the .transfer to Pacific collstituted noncash
proceeds, the court held that the
trustee's cause of action was not
proceeds at all. The court reasoned that the trustee's right to
set aside the transfer was first
created on the filing of the bank-

ruptcy petition, not at the time of
the prepetition transfer of inventory to Pacific. Moreover, the
trustee is generally the only party.
'in interest with standing to pursue
these rights. The court sta~ed:
"Although the trustee's rights are.
dependent on the nature of the
transfer, they are not received
upon the sale, exchange, collection or other'disposition' of collat.eral or proceeds.' ' 14 Accordingly,
the trustee's right to s~t aside the
fraudulent conveyance could not
be considered 1'roceeds 'Of the in..ventory, and Section 552(b) .did
not extend Haley's lien to the
right to set aside and recover
property based on the trustee's
avoiding powers.
Was Recovered Property Subject
to Secqrity Interest?
The second issue facing the
court was whether any property
recovered by the trustee under the
avoiding powers remained subject '
to a security interest that was enforceable against the transferee of
the avoided transfer. The court
recognized that Haley's lien continued in the inventory items after
the transf~r to Pacific pursuant to
Article 9 (secured transactic;ms) as
well as Article 6 (buJ.l( transfers) of
the Uniform Commercial Code. 15
79 Bankr. at 917.
See u.s.c~ §§ 6-104, 9-306(2),,9-307.
The security agreement contained restrictions on the sale or disposition of the collateral, and the sale to Pacific was not in
the ordinary course of business.
t4

1s

13
The court quoted from Nev. Rev.
Stat. § 104.-9306(1).
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In addition to holding inventory
subject to Haley's security interest, however, Pacific also- was liable to the trustee as the initial
transferee of fraudulently conveyed assets. Section 550(a) provides that the trustee may recover
''fot the benefit of the estate,'' the
property transferreo or, if the·.
court so orders, the value of this
property from the initial transferee.16
The key language in. Section
550(a), "for· the benefit of the estate," derives from the Supreme
Court's decision in Moore v.
Bay. 17 As the court in Figearo ob'
served:
The law established in Moore is
well settled, and has been clearly
incorporated into the Bankruptcy
Code. Without question, any property recovered by the trustee as a
result of an avoided transfer must
be distributed to creditors in their
order oLprlority to the extent the
estate has equity in the property
recovered. 18

The court found that the trustee's recovery under Section
5~0(a) did not extinguish Haley's
security interest in the collateral
in Pacific:S possession. But does
the')ien attach to tl:)e Il}Oney received by the trustee in settlement
16 11 U.S.C. § 550(a).
"284 U.S. 4 (1931); see Weintraub &
Resnick, note 4 supra, 11 7:03, at 7-10
(''t'f]he transfer is avoided by the trustee
for the benefit of the estate....;:.not of the
actual creditor.':>.
u 79 Bankr. at 918.
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of the fraudulent conveyance action? The court examined the letter and spirit of Section 552(a), to
find the answer to this. problem:
As previously stated, the purpose
of 11 U.S.C. § 552(a) is to avoid the
postpetition,application of an otherwise valid after-acquired property clause in a security agreement.
The statute allows the estate to acquire new property with estate assets free of the security int~r.est.
Applying § 552(a) to avoid a security interest in property recovered
through the trustee's avoiding
powers appears to go beyond what
the statute was d~signed to accomplish. In any event, the crucial
question is whether the avoidance
of a fraudulent transfer under 11
U.S.C. § 548 and recovery of the
property under 11 U.S.C. § 550
constitutes an acquisition of property by the estate within the meaning pf 11 U.S.C. § 552(a).19

The court concluded that the
avoidance and recovery by the
trustee was not a postpetition acquisition of property within the
meaning of Section 552(a). Instead, the estate's interest in the
transferred 'inventory existed immediately on the filing of the
bankruptcy petition. Pacific m_erely held voidable title, and the
trustee's exercise of the avoiding
power under Section 548 caused
the transfer to become void.
Moreover, any property recovered by the trustee was subject to
19
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Id.

FROM

Haley's lien bo.th before ahd·after
the fraudulent conveyance to
Pacific: The court1 stated: "Were
the trustee to recover the property
from Pacific free of any prepetition encumbrances, he ·would recover a greater interest in the
property than that held by Pacific
or tne debtor prior to the transfer."20 Therefore, based on the interpretation of Sections 550 and
552, the court held in favor of the
secured creditor:
Having found that Haley's security
interest does not attach to the
trustee's right to set aside a fraudulent transfer but does attach to the
recovered property, the court conclude~ that the funds held by the
trustee as a result of the compromise of the fraudulent conveyance
litigation is subject to Hale~·s security interest. 21

Conclusion
The method of analysis and result reached in Figearo are consistent with the Code's general policy of recognizing the validity of
prepetition security interests in
collateral owned by the debtor
prior to bankruptcy. 22 Clearly,
Haley's lien continued in the inventory after it was transferred to
Pacific. If the same inventory was
recovered by the trustee postpetition, there would be no justifica-

2o

tion for depriving Haley of·its security ·intere~t in that '"Collateral. In
fact, Haley's -security interest was
not avoidable under any of the
trustee's powers. ln•i Figearo,
however, tpe trustee did not recover'the inventory but instead
received a·money settlement. Al~
though, technically, these, funds
did not constitute "proceeds" of
the inventory within the meaning
of Section 552(b), it was important
to treat such money as if it were
merely a substitute for the inven-·
tory; otherwise, it would allow a
trustee to defeat the rights of a
secured creditor by accepting a
monetary settlement in lieu of recovering the actual collateral.
Despite the soundness of the
decision, a problem ignored in the
case is worthy of -comment. The
trustee incurred counsel fees in
suing Pacific and obtaining the
compromise. Yet, no mention of
reimbursement of these expenses.
appeared in the decision. Should
these expenses not have been
charged against the settlement,
since obviously the action arid settlement inured to the benefit ofthe
secured cre'ditor? Because of the
security interest, the tru,stee could
have sought abandonment of the
lawsuit, since the recovery was
inconsequential to the estate. 23
Absent this suit by the trustee, the
23 See 11 U.S.C. § 554, which authorizes the abandonment of "any property of the estate that is burdensome to tKe
estate or that is of incop.sequential ,Yalue
and benefit to the estate."

Id.

2lfd.
22

THE~BANKRUPTCY·.COURTS

See, e.g., ll U.S.C. § 506(a).
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secured crpditor would ,Qe left, to incurred in preserving, collateral
his 'own res~urces (i.e., see).(ing for the benefit of a secured credi-'
permission from.the court to mod- tor, as expressed in Section
ifl!" the 'automatic stay to allow 506(c), the trustee should recover
Haley to sue Pacipc and then the legal expenses from the settleinstitutidn ot: a foreclosure action ment funds. f 4 }
ib a federal or.state court). 'In view
ot:·the Code's policy of allowing
24
-the trustee to recover ~xpenses
11 u:s.c. § 506(c) .

.,
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