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A purported
creditor may be a
beneficiary of an
express, implied,
or statutory trust

here are very limited cir-
cumstances in which a pur-
ported unsecured creditor
of a debtor in bankruptcy can
extract itself from the statutory
scheme that gives priority first
among unsecured creditors hold-
ing claims in the categories iden-
tified in 11 USC Section 507(a)
and then to nonpriority unse-
cured creditors.! In part, this is
because of the strong policy in
favor of ratable distribution
among similarly situated credi-
tors.2 Such circumstances exist,
however, when the purported
creditor establishes that it is not
really a creditor at all but instead
is the beneficiary of an express,
implied, or statu-
tory frust relation-
ship, under which
alleged assets are
collected in trust
by the debtor for
the benefit of the
beneficiary and
then paid to the
beneficiary under
applicable state or
federal trust law.
Under 11 USC Section 541,
the debtor’s estate consists of all
of the “legal or equitable inter-
ests of the debtor in property as
of the commencement of the
case,” “wherever [such property
is] located and by whomever
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held.” However, the legislative
history of Section 541 clearly
states that assets held by a debtor
in trust for a third party are not
part of the debtor’s bankruptcy
estate.* As one court observed,
“Congress plainly excluded prop-
erty of others held by the debtor
in trust at the time of the filing of
the petition.™

Understanding the applica-
bility of these principles requires
an awareness of what constitutes
the types of trusts recognized by
bankruptcy courts, which include
statutory® as well as express and
implied frusts. An express trust,
according to one court, is “afidu-
ciary relationship with respect to
property, subjecting the person
by whom the title to property is
held to equitable duties to deal
with the property for the benefit
of another person, which arises as
& result of a manifestation of an
intention to create it.”” Another
court noted, “An express trust
may be created ‘without the use
of technical words.””® Never-
theless, the everyday dealings

between parties
can establish a
debtor-creditor re-
lationship notwith-
standing the exis-
tence of an express
trust relationship
between them. ?

A trust that is
iroplied may be a
constructive trust
or aresulting trust.
One court wrote, “A constructive
trust is an equitable remedy
designed to prevent unjust
enrichment, and restore legal title
to one who, in equity, owns the
res.™ One species of a construc-
tive trust occurs when a debtor

has obtained property by fraud
and that property is identifiable.!
However, as to alleged trust
assets in the debtor’s possession
on the petition date, the con-
structive trust remedy is typically
useless, unless the constructive
trust was imposed pre-petition by
a court. Many courts have held
that the remedy of a constructive
trust will not be awarded postpe-
tition because the remedy is
“inchoate” as of the petition date
and because the trustee’s strong
arm powers under 11 USC
Section 544(a) generally are supe-
rior to that remedy under the
laws of most states.” If a court
has imposed a constructive trust
against certain assets prepeti-
tion or has issued an order for
specific performance from which
a constructive trust must be
inferred, bankrupicy courts ex-
clude the assets in question from.
the debtor’s estate,’® although
there is limited authority to the
contrary.

Resulting trusts also are
implied trusts, but they differ
from constructive trusts: “A
resulting trust arises by opera-
tion of law to enforce the inferred
intention of the parties to the
transaction.”* The parties’ inten-
tions can be ascertained from the
language of the parties, but inten-
tions also can be determined
from the parties’ conduct.’® The
trust proponent need not show
an actual intent to establish a
resulting trust, but it “must prove
the absence of an intent for the
transferee to have a beneficial
interest in the property.™¢ Re-
sulting trusts often arise in the
“straw man” real estate transac-
tion, in which one person takes
title after consideration for the

purchase is provided by another.)”

There are various other cir-
cumstances, however, under
which a resulting trust is created,
including the failure of an express
trust due to an invalidity, such as
lack of a definite purpose or legal-
ity or if the trustee of an express
trust has remaining property
after a trust is fully performed.’®
Once a resulting trust is implied
by law to carry out the intention
of the parties, the trustee’s only
purpose is to hold or convey the
trust assets to the beneficiary.’®
The bankruptcy policy of ratable
distribution has not been viewed
as applicable to resulting trusts.?
However, even a determination
that there is a resulting trust does
not always eliminate a bankruptcy
estate’s interest in the asset. The
assets subject to a resulting trust
will remain in the estate if applic-
able state law provides a lien-
holder or a bona fide purchaser
with superior rights to the bene-
ficiary of the resulting trust. For
example, a trustee may use
Section 544(a) (3} to avoid an un-
recorded resulting trust interest
in real property under Florida
law_ﬂ

Finally, while equitable liens
occasionally have been recog-
nized by bankruptcy courts,?
they are conceptually different
from trusts. Pursuant to 11 USC
Section 541(d), the betterrea-
soned cases hold that “[ilf the
debtors do not have an equitable
interest” in the asset in question,
then “the trustee takes only bare
legal title subject to equitable
encumbrances that can be
proved.”?® Express, implied
{resulting or constructive}, and
statutory trusts all form grounds
for excluding property from a
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bankruptcy estate. The existence of an equi-
table lien, however, should not prevent the
debtor’s bare legal interest from becoming an
asset of the debtor’s estate, Instead, the equi-
table lien “is simply a charge upon the prop-
erty, which charge subjects the property to the
payment of the debt of the creditor in whose
favor the charge exists.” That conceptual
distinction may limit the rights of an equi-
table lienholder to being paid on its equitable
lien from the proceeds of the sale of the asset
rather than being able to prevent the sale.?

Tracing Alleged Trust Funds

If an alleged trust beneficiary has con-
sented to a debtor commingling alleged trust
funds with its general revenues rather than
requiring the segregation of the alleged trust
funds, courts are reluctant to determine that
an implied trust exists, because consent to
commingling typically creates a debtor-cred-
itor relationship.? This is even more true in
the context of an express trust, when courts
have found a beneficiary's implied or express
consent to commingling to be inconsistent
with the existence of an express trust # In cir-
cumstances in which it would be unduly bur-
densome to segregate alleged trust funds,
however, courts have found that the com-
mingling of funds does not preclude the exis-
tence of an implied trust.?® Further, a long-
term course of dealing between parties has
been deemed to resultin a trust relationship
despite the commingling of funds.®

If a trust relationship with a debtor is
shown and the debtor has wrongfuily com-
mingled alleged trust funds without the trust
beneficiary’s consent, the court usually will
impose tracing requirements regarding the
cormmingled funds.® Indeed, wrote one court,
“The remedies of constructive trust, seques-
tration, and the like cannot be applied, how-
ever, where the subject res cannot be traced
or presently identified, and the interests of
numerous other simitarly-situated claimants
are implicated.”™! This involves meeting the
“lowest intermediate balance” test, described
by a court as “[t]he normal procedure for
tracing trust proceeds which have been comr
mingled in a bank account.”32 When that test
is applied to trust funds that have been com-
mingled with other funds, the trust fund is
treated as lost if all funds are withdrawn.
However, if the amount on deposit is reduced
below the amount of the trust fund but is not
depleted, the trust fund claimant is entifled to
the lowest intermediate balance in the
account—based upon the fiction that non-
trust fund monies have been withdrawn first.®

The timing of the collection of alleged
trust funds is a critical factor in tracing the
funds and the trust beneficiary’s ability to
recover. First, if the funds have been col-
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lected pre-petition by a debtor, commingled
with the debtor’s general revenues, and spent
pre-petition, the funds will be gone when the
debtor files a bankruptcy petition, and the
trust beneficiary will be left with a pre-petition
unsecured claim arising from the wrongful
diversion of trust funds.

Second, if the funds have been collected
pre-petition and tracing proves that those
funds are still held in the debfor’s account on
the petition date, then the alleged trust res still
exists, against which the trust may be
imposed.® I the collected trust funds remain
in the debtor’s control as of the petition date
and later are used for the debtor’s benefit,
then the trust beneficiary may hold an admin-
istrative expense claim,

Third, if the funds have been collected
postpetition, tracing will not be as important,
because it is a virtual certainty that all such
funds will be deposited in the debtor’s post-
petition accounts. In these circumstances,
the irust beneficiary should have an admin-
istrative expense claim under 11 USC Section
507(a) (1)} (A} to the extent any such funds
have been spent by the debtor.

Recognition of Trusts

Bankruptcy courts agree that they are
required to apply nonbankruptcy law to deter-
mine whether a trust relationship exists. That
nonbankruptey law typically is the law of the
relevant state, but it may be federal law if
there are significant federal interests
involved.?”

In choosing whether to apply federal com-
mon law, courts have applied the generally
accepted criteria of whether there is a “sig-
nificant conflict between some federal policy
or interest and the use of state law,™® and
whether a “unique federal interest exists™®
that would warrant the application of federal
common law. The cases in which the Supreme
Court has created and applied federal common
law are few and restricted,” and they are “lim-
ited to situations where there is a ‘significant
conflict between some federal policy or inter-
est and the use of state law.”* There are,
however, cases in which bankruptcy courts
have chosen to apply federal commaon law,#

Bankruptcy courts have recognized statu-
tory trusts under two federal laws—the
Perishable Agricultural Commodities Act of
1930, and the Packers and Stockyards
Actt—as well as under state laws that protect
subcontractors and suppliers.® Bankruptcy
courts also have enforced express trusts in
various contexts, including joint deposit
accounts,* prepaid affordable college tuition
contracts,” funds held by a loan servicing
agent,*® and properly funded escrow
accounts#

Courts, however, have wrestled with find-

ing implied trusts, especially constructive
trusts. The biggest hurdle typically faced by
the alleged beneficiary of a constructive trust
is that the beneficiary is viewed as a mere
creditor when the remedy of a constructive
trust has not been imposed pre-petition
against the debtor and the assets in ques-
tion. Nevertheless, “[s]ome courts have con-
cluded that pursuant to section 541(d), where
the debtor holds property under conditions in
which state law would impress a constructive
trust, the property never becomes property
of the estate and the trustee’s strong arm
powers cannot defeat the creditor’s equitable
interest.”® On the other hand, “[o]ther courts
have found that section 541(d) does not limit
a trustee’s avoidance powers so that the
trustee may avoid the previously undeclared
equitable interest of a constructive trust
claimant.”™* Applying Virginia law, however,
one court has found that a trustee held title
to real property subject to a constructive trust
interest of a third party even though a pre-pet-
tion judgment had not been entered.®
Similarly, in a recent decision, a constructive
trust was enforced under [llinois law against
personal property in the debtor’s name,
notwithstanding the lack of a pre-petition
judgment. The court reached this decision
because the constructive trust was deemed to
arise at the titne of the wrong rather than at
the time of the judicial imposition of the rem-
edy, and because the rights of a hypothetical
lien creditor under Ilinois law are not supe-
ror to the rights of the beneficiary of the
constriuctive trust.®

Constructive trusts also have been imposed
for purposes of determining whether the prop-
erty of the debtor was transferred pre-peti-
tion In the context of a voidable preference
action, though courts may require the credi-
tor to trace the funds that the debtor had
wrongfully withheld.* One court imposed a
constructive trust postpetition against traceable
funds in favor of a group of insurers, notwith-
standing the fact that a constructive trust had
not been judicially imposed before the bank-
ruptcy filing. The funds had been received
pre-petition by the debtor to reimburse it for
damages covered by the insurers.®

Similarly, one divided court of appeal
recently found that the nondebtor spouse
was entitled to the remedy of a constructive
trust against community assets when the
debtor spouse filed for bankruptcy, notwith-
standing the fact that neither a pre-petition
division of marital property nor a pre-peti-
tion state court order had occurred.® The
court, however, distinguished the case before
it “from those cases in which the courts have
concluded that the filing of a hankruptcy peti-
tion cut off the unrecorded equitable rights of
a non-debtor spouse” on the grounds that



the trustee did not attempt to avoid the non-
debtor spouse’s interest in the IRA that was
at issue but instead supported the award.™
Thus, it would appear that a nondebtor
spouse’s inchoate constructive frust claim
against marital property that is the subject of
a debtor spouse’s bankruptcy estate may not
survive the trustee’s strong arm powers in the
context of chapter 7 or chapter 11 cases, if
those powers are available to the trustee and
the trustee asserts them.

Resulting trusts, which give effect to the
parties’ inferred intentions, have been
imposed by bankruptcy courts in many con-
texts:
® Avan paid for by the debtor, registered in
the debtor’s name, and used exclusively by
the debtor’s boyfriend.®
e A certificate of deposit that was tifled a
“Joint Account with Right of Survivorship”
and that named the debtor as one of four
individuals on the account.®®
¢ Commingled utility payments collected
by a chapter 11 debtor department store,
though the utility company was required to
trace those funds and they were subject to the
“lowest intermediate halance” test.®
® Real property to which debtors held bare
legal title because it was placed in their names
to avoid acreage restrictions on an irrigation
district, and the property was paid for by the
parents of one of the debtors.®
® Bringing real and personal property into
a bankruptcy estate afier that property had
been transferred by a debtor to a nondebtor
spouse and a nondebtor family parnership.©

An analogous nonbankruptey circum-
stance in which courts have found implied
trusts occurs in SEC receivership actions,
when investors’ monies have been collected
under a Ponzi scheme operated by the debtor
but certain investors’ monies have remained
segregated and are traceable.®® However,
“[c]ourts have favored pro rafe distribution
of assets where, as here, the funds of the de-
frauded victims were commingled and where
victims were similarly situated with respect
to their relationship to the defrauders.”®

Any practitioner who has litigated the exis-
tence of a trust relationship in bankruptcy
court undoubtedly has been met with com-
ments about how the recognition of a trust
relationship would have the effect of prefer-
ring the “trust creditor” over other creditors
and would reduce the distribution to other
creditors, especially in chapter 7 cases or lig-
uidating chapter 11 cases. However, a similar
effect occurs as a result of the recognifion of
secured debt, reclamation rights, and setoff
rights. If a trust relationship exists, the trust
beneficiary can and should receive the appro-
priate recognition, rather than having its trust
claim viewed with skepticism. After all, a

secured creditor and a creditor with recla-
mation or setoff rights are mere creditors,
whereas a trust beneficiary is not even a cred-
itor. Instead, a trust beneficiary simply asks
that the court recognize that the debtor and
the debtor’s estate should not be allowed to
wrongfully convert the trust beneficiary’s
assets to the benefit of the debtor and its
creditors. Proper application of federal and
state law should assist in the fair recognition
of that right. [ ]
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