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From the Bankruptcy Courts

Benjamin Weintraub* and Alan N. Resnick**

.

BANKRUPTCY TRUSTEE’S
STRONG-ARM POWERS BALKED
BY A CONSTRUCTIVE TRUST

The case of In re Howard’s Ap-
pliance Corp.' is apt to arouse ev-
ery credit executive’s interest in
assuring close contact and flow
of information among the legal,
credit, sales, and shipping de-
partments of the business to make
sure that its security interests re-
main perfected. Equally cogent,
however, is the lesson that an un-
perfected security interest may be
protected from the reach of sub-
sequent lien creditors or from the
avoiding powers of*a trustee in
bankruptcy by the imposition of a
constructive trust for the benefit
of the secured creditor.

Factual Background

In 1984, Sanyo Electric, Inc.,
entered into a security agreement
with Howard’s Appliance Corp.,

* Counsel to the law firm of Levin &
Weintraub & Crames, New York City.
Member of the National Bankruptcy Con-
ference.

** Benjamin Weintraub Distinguished
Professor of Bankruptcy Law, Hofstra
University School of Law, Hempstead,
New York. Counsel to the law firm of
Fried, Frank, Harris, Shriver & Jacobson,
New York City.

1874 F.2d 88 (2d Cir. 1989).

a retailer of home appliances, giv-
ing Sanyo a security interest in
all air conditioners possessed or
thereafter acquired by Howard
that were manufactured or sold by
Sanyo. The collateral also in- -
cluded the proceeds{rom the sale
of the Sanyo air conditioners. The
agreement required Howard to
keep the collateral at its retail
store in Nassau County, New
York, which was the only place of
business operated by Howard at
that time. The security agreement
specifically provided that ‘‘there
are no other places of business of
debtor.”” Based on these repre-
sentations, Sanyo properly per-
fected its security interest in New
York on March 30, 1984, by filing
UCC-1 financing statements with
the Clerk of Nassau County and
the Secretary of the State of New
York.

Subsequent to the perfection of
the security interest, Howard
opened two retail stores in Suffolk
County, New York. In March
1986, Howard sold its Nassau
County store and began to oper-
ate solely in Suffolk County. De-
spite the sale of the Nassau store,
that store continued to use the
Howard name and logo, and
Howard continued to advertise
the store and to hold it out to the
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public as one of its own. Howard
never sent Sanyo written notice of
the change of its business loca-
tion. However, in March or April
of 1986, Howard informed one of
Sanyo’s independent sales repre-
sentatives who sold merchandise
to Howard that the store had been
sold, and the representative ap-
parently communicated this infor-
mation to Sanyo’s credit depart-
ment.

From 1981 to 1986, Howard
stored all its inventory in its
stores in Nassau County or Suf-
folk County. However, early in
1986, Howard rented space in a
public warehouse in New Jersey
to store its inventory. Although
goods were delivered to the New
Jersey warehouse, Howard did
not sell the goods out of the ware-
house, but would instead have the
items reshipped to its New York
locations on an ‘‘as needed”’
basis. “‘Significantly, Howard
never told Sanyo, either orally or
in writing, that goods were being
stored in New Jersey; nor did
Sanyo file any financing state-
ments in that state.’’?

Knowledge of the New Jersey
warehouse came to Sanyo’s
traffic department in February
1986 when Sanyo shipped, via
common carrier, a large supply of
air conditioners directly to that
warehouse. Apparently the com-
mon carrier notified Sanyo's
traffic manager that Howard had

2 Id. at 90.
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instructed the carrier to deliver
the goods to the New Jersey
warehouse. According to normal
procedure, Sanyo’s traffic man-
ager changed the bill of lading to
reflect the New Jersey destination
without reporting this change to
any other department at Sanyo,
including the credit department.

Filing of Chapter 11 Petition

On August 6, 1986, Howard
filed a chapter 11 petition, and the
automatic stay under Section 362
of the Bankruptcy Code pre-
vented Sanyo from properly per-
fecting its security interest in the -
air conditioners located in New
Jersey. Sanyo then moved for re-
lief from the automatic stay so as
to enable it to reclaim its col-
lateral in Suffolk County and New
Jersey. The bankruptcy court
held that, according to Section
9-401(3) of the UCC, the original
perfection in New York was suf-
ficient to cover the goods located
in Suffolk County.’ However, the
security interest in the goods lo-
cated in New Jersey was tech-
nically unperfected according to
Sections 9-103(1)(b), 9-302, and
9-401(1)(c) of the UCC, due to the

3 Section 9-401(3) of the N.Y.U.C.C.
(McKinney Supp. 1989) provides:

A filing which is made in the proper
place in this state continues effective
even though the debtor’s residence or
place of business or the location of the
collateral or its use, whichever con-
trolled the original filing is thereafter
changed.
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failure to file a financing statement
in New Jersey.* Nonetheless, in-
voking the doctrine of equitable
estoppel, the bankruptcy court
determined that Sanyo possessed
the rights of a validly perfected
security interest in the air con-
ditioners located in New Jersey.’
*‘[Plrinciples of equity had to be
considered to determine whether
Sanyo has a perfected interest de-
spite its failure to file. . . .”’¢ Based
on the testimony, the bankruptcy
court concluded that Howard was
*‘estopped from denying the New
Jersey perfection of Sanyo’s
security interest.”’’

Testimony at Hearing

At the hearing in the bankrupt-
cy court, the president of the
debtor testified that the New
Jersey warehouse was needed be-
cause of inadequate space at the
New York locations, that he nev-

41d. at 91; see 12A N.J. Stat. Ann.
88 9-302, 9-401(1)(c) (West Supp. 1986);
see also N.Y.U.C.C. § 9-103(1)(b) (Mc-
Kinney Supp. 1989).

Except as otherwise provided in this
subsection, perfection and the effect of
perfection or non-perfection of a secur-
ity interest in collateral are governed by
the law of the jurisdiction where the col-
lateral is when the last event occurs on
which is based the assertion that the
security interest is perfected or unper-
fected.

5 See U.C.C. § 1-103 (**[T]he principles
of law and equity, . . . estoppel, fraud . . .
shall supplement its provisions’’) (empha-
sis added).

6874 F.2d at 91.

Id. at 92.

FROM THE BANKRUPTCY COURTS

er sent Sanyo any formal written
notice or informed them by’ tele-
phone that Howard was storing
Sanyo’s goods in New Jersey,
but that he advised Sanyo’s in-
dependent sales representative as
carly as February 1986 that How-
ard probably would be storing
goods in New Jersey. In addition,
the president stated that he had
told the independent sales repre-
sentative that the goods were go-
ing to New Jersey when they were
shipped two or three months after
February 1986.

The independent representative
testified that he had first become
aware that Howard was storing
goods in New Jersey two days af-
ter the chapter 11 petition was
filed in August 1986. Moreover,
the National Home Credit Man-
ager for Sanyo testified that How-
ard had never notified Sanyo’s
credit department, that he was
never informed by Sanyo’s traffic
department that the goods had
been shipped to the New Jersey
warehouse, and that he had first
learned of the New Jersey ware-
house two days after the chapter
11 had been filed, when he sent
representatives to take an in-

ventory.
In holding that the doctrine of
equitable estoppel precluded

Howard from asserting that the
security interest in the goods. lo-
cated in New Jersey was un-
perfected, the bankruptcy court
found the testimony of the in-
dependent sales representative
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and Sanyo’s National Home
Credit Manager credible. The
court found that Howard had con-
cealed the fact that it was storing
the subject inventory in the New
Jersey warehouse, that no highly
placed official .from Sanyo was
ever directly told by Howard of
that fact, and that Howard ‘‘ex-
pected that its concealment . . .
would be relied upon by Sanyo in
such a way as to dissuade [Sanyo]
from filing a financial statement in
New Jersey.”’® The bankruptcy
court also found that, by conceal-
ing this information from Sanyo,
‘Howard ‘‘prevented Sanyo from
protecting its security interest by
filing in New Jersey.”” Accord-
ingly, Howard was equitably es-
topped from denying proper per-
fection in New Jersey.

District Court Opinion

The district court, inter alia,
affirmed the bankruptcy court’s
determination as to Sanyo’s
security interest in the merchan-
dise stored in Suffolk County
while Howard operated its Nas-
sau store. As to the merchandise
located in Suffolk County that
was shipped after the closing of
the Nassau store, the district
court held that, pursuant to Sec-
tion 9-401(1)(c) of the UCC, San-
yo was required to file a financing

81d.
*Id.

[VOL. 22 : 367 1990]

statement with the Clerk of Suf-
folk County to perfect its interest.
Finally, as to the property in Suf-
folk County acquired after the
sale and as to all property in New
Jersey, the district court found
that the application of equitable
estoppel would contravene the
strong-arm powers of Howard in
its capacity as debtor in posses-
sion. The district court held that,
because a debtor in possession
generally has the same rights,
powers, and duties as a trustee,
and because a trustee may avoid a
lien under Section 544(a)!° even
where he possesses actual notice
of the lien’s existence, ‘‘How-
ard[ ] has the power, just as
would a trustee, to avoid Sanyo’s
unperfected lien. . . .”’" The court
found its analysis to be consistent
with, the ‘‘conscious decision by
Congress to favor the trustee over
unperfected creditors, regardless
of the particular equities of the
case.”’?

Furthermore, the district court
opined that one of the purposes of
providing the debtor in possession
with the status of a lien creditor
was ‘‘to prevent such defenses as

10 See 11 U.S.C. § 544(a) (*'The trustee
shall have, as of the commencement of the
case . . . the rights and powers of, or may
avoid any transfer of property of the debt-
or . . . that is voidable by—(1) a creditor
that . . . obtains . . . a judicial lien on all
property. . ..”"). See also B. Weintraub &
A. Resnick, Bankruptcy Law Manual
17.01.

11874 F.2d at 92.

2Id.
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estoppel from being raised.”’
Sanyo could have protected its in-
terest by taking a ‘‘precautionary
measure’’ to ensure that the prop-
erty was delivered to Howard’s
location in New York, where
Sanyo had filed its financing state-
ments. The district court con-
cluded that the doctrine of es-
toppel could not prevent Howard
from avoiding Sanyo’s interest
under Section 544(a) of the Bank-
ruptcy Code.

After the district court’s deci-
sion, the parties stipulated that
no merchandise was shipped to
Howard in Suffolk County after
the sale of the Nassau County
store. Therefore, the only issue
remaining for the court of appeals
was the extent of Sanyo’s interest
in the air conditioners located in
New Jersey.

The court of appeals shifted the
analysis from one based on equi-
table estoppel to one of con-
structive trust. By doing so, ‘the
court focused on Section 541 of
the Bankruptcy Code, which de-
fines the scope of property of the
estate. Under Section 541, a debt-
or’s legal and equitable interests
in property, as of the commence-
ment of the case, constitute prop-
erty of the estate. However, pur-
suant to Section 541(d), the éstate
includes property in which the
debtor holds mere legal title only
to the extent of the legal interest,
but not to the extent of any equi-

BId.

FROM THE BANKRUPTCY COURTS

table interest in the property that
the debtor does not hold. The es-
tate does not include property in-
terests of others in which the
debtor has only a minor interest
such as bare legal title."* The court
of appeals then cited several cases
that have held that propeity
owned by the debtor, but subject
to a constructive trust for the ben-
efit of another, does not-become
part of the bankruptcy estate.’
*“A constructive trust, therefore,
‘confers on the true owner of the
property an equitable interest in
the property superior to the trus-
tee’s. ... 6

The existence and nature of a
debtor’s interest and, correspond-
ingly, the estate’s interest in prop-
erty are determined by state law:
*‘One must look to state law . . .
to determine whether to impose a
constructive trust on property
within the debtor’s possession.””"
Since the air conditioners had
been delivered from Sanyo’s New
Jersey factory to Howard’s New
Jersey warehouse, where they

4 Id. (citing United States v. Whiting
Pools, Inc., 462 U.S. 198, 204 n.8 (1983));
4 Collier on Bankruptcy 9 541.13 at 541-
575 (15th ed. 1989) (estate succeeds only
to the title and rights that the debtor pos-
sessed); In re Quality Holstein Leasing,
752 F.2d 1009, 1012 (5th Cir. 1985).

15874 F.2d at 93, n.S; see, e.g., In re
N.S. Garrott & Sons, 772 F.2d 462 (8th
Cir. 1985); In re Quality Holstein Leasing,
752 F.2d 1009 (5th Cir. 1985).

16 Id. at 93 (citing In re Quality Holstein
Leasing, 752 F.2d at 1012); cf. In re Gener-
al Coffee Corp., 828 F.2d 669, 706 (11th
Cir. 1987).

17 874 F.2d at 93.
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had always remained, the court
held that New Jersey law applied.
Under New Jersey law, ‘‘a con-
structive trust should ‘be im-
pressed in any case where to fail
to do so will result in an unjust
enrichment.’” *’*® The court found
that, under New Jersey law,
“‘when property has been ac-
quired or retained ‘in such cir-
cumstances that the holder of the
legal title may not in good con-
science retain the beneficial inter-
est, equity converts him into a
trustee. . . ." ¥

The court of appeals quoted
from an opinion of the Supreme
Court of New Jersey holding that,
in general:

*“[A]ll that is required to impose a
constructive trust is a finding that
there was some wrongful act,
usually, though not limited to,
fraud, mistake, undue influence, or
breach of a confidential relation-
ship, which has resulted in a trans-
fer of property. . . .’ [Such a trust
may arise] even though the acquisi-
tion of the property was not wrong-
Jul. 1t arises where the retention of
the property would result in the
unjust enrichment of the person re-
taining it. [Emphasis added.]®

8 1d, at 94 (citing Stewart v. Harris
Structural Steel Co., 198 N.J. Super. 255,
486 A.D. 1265, 1271 (Super. Ct. App. Div.
1984) and quoting D’'Ippolito v. Castoro,
51 N.J. 584, 588, 242 A.2d 617, 619, 38
A.L.R.3d 672, 677 (1968)).

9874 F.2d at 94 (quoting Stewart v.
Harris Structural Steel Co., 486 A.2d
1265, 1271 (Super. Ct. App. Div. 1984)).

2 Id. at 94 (quoting D'Ippolito v. Cas-
toro, 51 N.J. 584 (1968), quoting Scott on
Trusts § 462.2, at 3417 (3d. ed. 1967)).

[VOL. 22 : 367 1990}

The court of appeals found
noteworthy that, until six months
prior to the commencement of the
chapter 11 case, Howard had
stored all air conditioners in New
York as required by the security
agreement. The court stated that
Howard’s contentions that stor-
age in the New Jersey warehouse
was necessary and that it had no
sinister motives in storing the
merchandise ‘‘do not fall upon
deaf ears.”’* Nevertheless, How-
ard acted with the expectation
that Sanyo would not file a financ-
ing statement in New Jersey.
Howard knew that under the
terms of the security agreement
it was obligated to keep Sanyo's
merchandise in Nassau County
and that its failure to do so would
frustrate Sanyo’s interest in the
goods. The court also found it sig-
nificant that Sanyo was never in-
formed of the warehouse and had
only learned of the warehouse
through third parties after the
petition was filed, at a time when
it was too late to file a financing
statement in New Jersey. “‘The
direction to Sanyo’s traffic de-
partment to ship the merchandise
to New Jersey was not sufficient
to place Sanyo on notice that its
goods were being stored in New
Jersey’’ since ‘‘it is common prac-
tice for buyers to change shipping
destinations and . . . as a result of
this practice, the traffic depart-
ment routinely approved such

21 874 F.2d at 94.
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changes, as it did here, without
notifying its ‘principals.” Un-
doubtedly, Howard was aware of
this practice.”’? The court of ap-
peals concluded:

Under these circumstances, we are
authorized by the law of New
Jersey to impress a constructive
trust; as the beneficiary of the
trust, Sanyo now enjoys a position
superior to that of any lien credi-
tor and to any of Howard’s other
creditors as well.?

The court of appeals brushed
off any concern relating to the
trustee’s avoiding power under
Section 544(a) of the Bankruptcy
Code. The constructive trust
attached prior to the filing of the
chapter 11 petition. Since proper-
ty rights that attached before the
petition date supersede the debtor
in possession’s lien creditor posi-
tion under Section 544(a), the
“‘strong-arm clause’’ does not de-
stroy the constructive trust. ‘‘In-
deed the court in General Coffee,

. In considering the interplay
between Sections 541 and 544,
recognized that the rights of a
beneficiary of a constructive trust
‘prevail over a hypothetical ideal
lienholder.” >’*

Conclusion

It is difficult to fault the court of
appeals for applying state law in
determining the vulnerability of a

2 Id. at 94-95.

B Id. at 95.

2 Id. (citing In re General Coffee Corp.,
828 F.2d 699 (11th Cir. 1987)).

FROM THE BANKRUPTCY COURTS

security interest against the debt-
or in possession’s ‘‘strong-arm’
power under Section 544(a)(1).
Clearly, Section 544(a)(1) gives
the trustee the power to avoid a
lien that could be avoided by a hy-
pothetical judicial lien creditor as
of the date of bankruptcy. How-
ever, Section 544(a) cannot stand
alone in that it requires applica-
tion of state law to see-what, if
any, liens may be avoided by a ju-
dicial lienor. If a judicial lien cred-
itor as of the date of bankruptcy
could not get better rights than
the beneficiary of a constructive
trust, then the trustee in bank-
ruptcy or debtor in possession
also could not obtain better rights.

We are not too disturbed by the
fact that, as a general proposition,
an equitable lien or constructive
trust that is good as against a ju-
dicial lien creditor under state law
may deliver a blow to the trust-
ee’s ‘‘strong arm,”’ leaving it
virtually in a sling. However,
application. of constructive trust
concepts to Article 9 secured
transactions, coupled with New
Jersey’s lax standards for the im-
position of a constructive trust,
causes serious concern for parties
involved in commercial dealings.
Since a constructive trust may be
imposed in New Jersey without
any finding of a breach of a special
or fiduciary relationship between
the parties, or even bad faith or
fraud, it is likely that many secu-
rity interests that become unper-
fected due to the secured cred-
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itor’s failure to properly monitor
or police the location of collat-
eral will nonetheless be effective
against judicial lienors and trust-
ees in bankruptcy.

The real blow is- to the clear
predictability that Article 9 of the
UCC is designed to provide to
unsecured creditors, subsequent
lienors, and bona fide purchasers,
who should all be able to rely on
the absence of a properly filed
financing statement when advanc-
ing funds or otherwise dealing
with the debtor. What would have
happened if a creditor, seeing
Howard’s inventory stored in
New Jersey, learning that no
financing statements had been
filed in that state, and unaware of
Sanyo’s interest, had advanced
credit and properly perfected its
own security interest in that in-
ventory in New Jersey? Appar-
ently Sanyo’s interest would be
superior despite its failure to mon-

[VOL. 22 : 367 1990]

itor its collateral, which Sanyo it-
self shipped to New Jersey. The
ability to rely on the Article 9
filing system to determine wheth-
er assets are encumbered was
virtually destroyed by the de-
cision in Howard’s Appliance.

The court of appeals decision
also frustrates two of the stated
policies underlying the Uniform
Commercial Code. Section 1-102
(2) of the UCC provides that the
*‘underlying purposes and poli-
cies of this Act are (a) to simplify,
clarify and modernize the law
governing commercial transac-
tions; . . . (c) to make uniform
the law among the various ju-
risdictions.”” If courts apply to
Article 9 secured transactions illu-
sive concepts of equitable liens
and constructive trusts, tailor-
made to particular variations of
state law, the law in this area will
be anything but simple, clear,
modern, or uniform.
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