IN THE UNI TED STATES BANKRUPTCY COURT FOR
THE EASTERN DI STRI CT OF TENNESSEE

IN RE
NO. 1-93-10780
SOQUTHEAST RAI LROAD
CONTRACTORS, | NC.

Chapter 7

N N N N N N

Debt or
[ ENTERED: 8- 15- 96]

MEMORANDUM

This case is before the court on the trustee’s objection to
the claimfiled by the Internal Revenue Service (“IRS"). The proof
of claimfiled by IRS asserts a secured clai mbased on a tax lien,
but the trustee disputes this claimand insists that IRSis in fact
an unsecured creditor with respect to certain preference recoveries
effected by the trustee. The trustee also seeks to “prine” |IRS
secured claimpursuant to 11 U. S.C. 8§ 724(b) and to use property

encunbered by the tax liens to pay adm nistrative expenses.

The parties have stipulated to the relevant facts, which are

as foll ows:

1. On Septenber 18, 1992, the IRS recorded a lien in the
Regi ster of Deeds Ofice in Ham | ton County, Tennessee, agai nst C&R

Rai | road Construction, Inc., which subsequently changed its nane to



Sout heast Railroad Contractors, Inc. The lien was for the total
sum of $75,478.47 and was for 941 taxes due for the tax periods

endi ng Decenber 31, 1991, and March 31, 1992.

2. On Decenber 10, 1992, the IRS recorded another lien in
t he Regi ster of Deeds Ofice in Ham |Iton County, Tennessee, agai nst
Sout heast Railroad Contractors, |nc. The lien was for the total
sum of $26,913. 62. This lien was for civil penalties for the
peri od Decenber 31, 1989, for the 941 taxes for June 30, 1992, and

for 1120 taxes due for COctober 31, 1989.

3. Thi s bankruptcy case was instituted on March 1, 1993, as

a voluntary Chapter 11.

4. On May 2, 1994, the case was converted fromChapter 11 to

Chapter 7.

5. On May 5, 1994, Thomas E. Ray was duly appointed as

Chapter 7 trustee in bankruptcy.

6. The assets of the estate that have been coll ected by the

trustee consist of the foll ow ng:

Cash and deposits $ 2,090.15
Sal e of motor vehicles  $82,950.00

Less sal e expenses -10, 368. 60 72,581. 40
Ref unds 5,214. 35



Recovery of preferential transfers 40, 775. 00
| nt erest Ear ned 1,943.08
Tot al $122, 603. 98
7. The follow ng clains have heretofore been all owed
paid pursuant to 11 U . S.C. 8 507(a)(1):

Ray & Sibley, P.C. (Attorneys for

t he Trustee) $ 6,445.04
Janes Foster (Accountant for Debtor-

i n- Possessi on) 11, 806. 75
Kennedy, Fulton & Koontz (Attorneys

for Debtor-in-Possession) 20, 253. 15
St eve Beckham (Attorney for Credi-

tors’ Conmmittee) 8,162. 00
Total 8§ 507(a)(1) Expenses Paid $ 46, 666. 94

8. By order of the court entered Mirch 6, 1996,

and

t he

foll ow ng additional expenses are allowed by the court as Chapter

11 admnistrative expenses payable pursuant to 11 U S . C

507(a)(1):

United States Trustee

El ectric Power Board

State of Tennessee

Tenn. Dept. of Enploynent Security

Tot al

$ 4,250.00
2,698. 86
4,537.01

9, 659. 31

$ 21, 145.18
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9. The trustee anticipates additional adm ni strative
expenses allowable pursuant to 8 507(a)(1l) in the approximte

anount of $27, 000.

10. The IRStinely filed a proof of claimagainst the debtor.
The claim was anended on February 7, 1996, and is for wunpaid
federal income and FI CA taxes, federal corporate incone taxes, and
a civil penalty, with penalties and interest accruing thereon in

the total amount of $157, 909. 38.

The first issue in this case is whether the tax |lien asserted
by IRS extends to the preference recoveries nmade in this case by
the trustee pursuant to 11 U S.C. 88 547 and 550. |RS contends
that its lien covers the preference recoveries and that its claim
is secured by them The trustee di sagrees. Under Fed.R Bankr.P
3001(f), a properly-filed proof of claimis prinma faci e evidence of
the validity and amount of that claim Once a col orabl e chall enge
to the claimhas been nmade, however, the burden of going forward
shifts to the creditor who nust then prove its claim In Re

Qusley, 92 B.R 278, 282 (Bankr. S.D. Chio 1988).

A

| RS makes two alternative argunments. First, it contends that

the preference recoveries constitute postpetition property of the
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debtor and that its tax lien attaches to that property. There is
no question but that, prior to bankruptcy, IRS had a valid lien
"upon all property or rights to property, whether real or personal,
belonging to [the debtor].™ 26 U S.C 8§ 6321. Wile it 1is
certainly true, as IRS contends, that the 8 6321 federal tax lien
reaches all property or rights to property of the taxpayer,
i ncludi ng property acquired after the date of the assessnent, 4 ass
City Bank v. United States, 326 U S. 265 (1945); United States v.
Bank of Celina, 721 F.2d 163, 169 (6th Cr. 1983), 8 6321 on its
face restricts the operation or attachnment of the lien to property
“bel ongi ng” to the taxpayer, that is, to the taxpayer’s interest in
the property. If, then, attachnment of the federal tax lien is
limted to property belonging to the taxpayer, the tax |ien cannot
attach for the first time to the preference recoveries in this case
because they do not “belong” to the debtor. It has no interest in

t hem

Preference recoveries, and the trustee’s power to achieve
them are unique to bankruptcy. A recovery by the trustee is not
for the benefit of the debtor, but rather is designated as a
recovery “for the benefit of the estate.” 11 U.S.C. 8 550(a). In a
Chapter 7 case, the debtor can neither bring a preference action
itself nor force the trustee to do so. Mor eover, the Chapter 7
debtor has no | egal or equitable interest in preference recoveries,

and it can expect no distribution from preference recoveries.
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| ndeed, before a preference can be recovered in a bankruptcy case,
the trustee nust show that creditors wll not receive a 100%
di vidend from property of the estate. See 11 U . S.C. 8§ 547(b)(5);
Pal mer Cay Products Co. v. Brown, 297 U S. 227, 229 (1936)(if
distribution in bankruptcy case is |less than 100% any paynent to
unsecured creditor during the preference period wll enable that
creditor toreceive nore than it woul d have received in |iquidation
had the paynent not been made); Ray v. City Bank and Trust Co. (In
re CL Cartage Co.), 899 F.2d 1490, 1493 (6th GCir. 1990).
Naturally, if creditors are not paid a 100% dividend from the
distribution of property of the estate, there will be nothing | eft
to distribute to the debtor once the bankruptcy creditors have
received their distribution. This neans that a preference recovery
by a trustee in a bankruptcy case can never be characterized as
“bel onging” to the debtor. At thetine it conmes into existence and
first becones anyone’ s property, it is property of the estate to be
distributed only to the creditors in the case.? The court nust
therefore reject IRS argunent that its lien first attached to the

preference recoveries in this case when they cane into existence

YRS relies upon In re Southwest Equi pment Rental, Inc., No. 1-88-0003
(Bankr. E.D. Tenn. 1993), an unpublished opinion fromthis court in which the
court found that an IRS tax lien nmay attach to postpetition recoveries by a
trustee. In that case the parties did not raise, nor did the court consider,
whet her preference recoveries by a trustee can constitute property “bel ongi ng”
to a debtor taxpayer within the neaning of 26 U S.C. § 6321.
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postpetition. At that point they did not belong to the debtor in

any sense, nor could they. 2

Inthe alternative, RS argues that its prepetition tax |iens,
whi ch extend to all the property and interests in property of the
debt or, remai ned attached throughout the process of the
preferential transfer by the debtor and the recovery of the
preference by the trustee. |If that is the case, then the trustee
took property from the preference transferee that already had a
lien attached to it. It is true, of course, that tax liens
general |y survive bankruptcy and, bei ng nonconsensual, are not cut

off by the operation of 11 U S.C. 8§ 552(a).

The problem with this argunent is that once a lien is
chal l enged, the burden of establishing the validity of the lien
rests on the party claimng the lien. Thus, in order to prevail on
this theory, IRS nust establish that it has a lien on the very
nmoneys now in the hands of the trustee. In this case, IRS is
confronted with a difficult identity problem unless it can show
that the noneys now in the hands of the trustee are the very sane

nmoneys paid by the debtor to the preference transferee, i.e., that

’2ln light of the court’s disposition of IRS first argument, it is not
necessary to consider the trustee’'s argunment that the automatic stay would
prevent attachment of the IRS lien to property acquired by the estate
post petition.



t he noneys once belonged to the debtor at a tinme when the IRS |ien

covered t hem

To clarify the legal effect of these transactions, it is
hel pful to hypothesize a simlar transaction in which the property
transferred is not fungible, as noney is. If, for exanple, the
debtor had preferentially transferred atelevisionto acreditor as
an initial transferee, there is no question but that the tax lien
woul d follow the television into the hands of the creditor where
the RS would be capable of levying on it. If it be further
assuned that the creditor then transferred that television to a
subsequent transferee, the tax lien would remain attached to the
television and the IRS could pursue its property into the hands of
that third party. It could not, however, proceed against the
initial transferee who no |longer had the property. If at this
poi nt a bankruptcy trustee sued the initial transferee to recover
the television or its value, the action against the initial
transferee would recover the value of the television, but not the
television itself. The initial transferee m ght even substitute
anot her television of simlar value and convey it to the trustee by
way of returning the preference. 1In this exanple, it is easy to
see that the IRS would have no lien on the substituted tel evision
in the hands of the trustee, because its |lien would have foll owed
t he debtor’ s tel evision through the hands of the initial transferee

and on into the hands of the subsequent transferee. When the



trustee challenged the IRSto prove it had a lien on the tel evision
in the hands of the trustee, I RS would be unable to do so because
it could not prove that that television was ever the property of
the debtor. |If theinitial transferee had paid up in noney instead

of a substitute television, IRS would have the sane probl em

The fungibility of noney and the attendant comm ngling
probl ens nake this an even nore difficult case for IRS by further
becl ouding the identity of the funds in the hands of the trustee.
In order to establish its lien, IRS had to prove that the
pref erence recovery noneys were the very sane noneys transferred by
the debtor tothe initial transferee, just as it woul d have to have
shown in the exanple that the tel evision recovered by the trustee
was the same one initially conveyed away by the debtor. The IRS
has not carried this burden, and the court nust accordingly find

that the IRS has no lien on the noneys in question.

C.

In addition to the foregoing considerations, the court
observes that the majority of courts confronting a simlar question
have held that preference actions are uni que bankruptcy devices
desi gned specially to i ncrease the dividend for unsecured creditors
and that therefore secured creditors, even those with rights in
proceeds, can have no interest in a trustee s preference recovery.

See Barber v. MCord Auto Supply, Inc. (In re Pearson Indus.,



Inc.), 178 B.R 753, 761-62 (Bankr. C.D. 1ll. 1995) (holding that
“where the secured creditor has no independent claim to the
property which is subject to the trustee’s avoiding powers and
could not recover it fromthe third party, the secured creditor
cannot inprove its position because of the trustee s exercise of
t he avoi ding powers and assert an additional claimby claimng it
fromthe trustee who recovered it. . . .”); Lease-A-Fleet, Inc. v.
University Cadillac, Inc. (In re Lease-A-Fleet, Inc.), 152 B.R
431, 439 (Bankr. E.D. Penn. 1993) (hol ding that noneys recovered as
the result of a preference action are generally not “proceeds” of
the creditor’s collateral); In re Tek-Aids Indus., Inc., 145 B.R
253, 256 (Bankr. N.D. Il1. 1992) ("Allowing a prepetition blanket
security interest to reach preference actions woul d be tantanount
togiving a creditor additional collateral it would not have had if
the debtor had not filed a bankruptcy petition. . . .”"); Hennessy
v. Kennedy (In re Sun Island Foods), 125 B.R 615, 619-20 (Bankr.
D. Hawaii 1991) (“Indeed, it is illogical to allow a secured
creditor to attach the proceeds of recoveries, while at the sane
time preventing it fromconpelling a trustee to pursue a preference
action.); see also Research-Planning, Inc. v. Segal (In re First

Capi tal Mortgage Loan Corp.), 917 F.2d 424, 427-28 (10th Gir. 1990)
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(hol di ng that preference recoveries are intended to be property of

the estate and are beyond the reach of individual creditors).?

The general rule of these cases is summari zed by the editors

of Collier on Bankruptcy as foll ows:

Assuming that a creditor has a wvalid,
unavoi dabl e prepetition security interest, the
interplay between section 552 and sections
544, 547, and 548 of the Code arises when the
creditor asserts a right under its security
interest to any property recovered by the
debtor-in-possession or the trustee as a
result of an avoi dance action. The general
rule is that iif the «creditor has an
i ndependent right to avoid the transfer of
property it nay be entitled to claim an
interest in any property recovered. Thus,
noneys recovered as the result of a preference
action are generally not found to be
“proceeds” of the creditor’s collateral within
t he neani ng of section 552(b) (1) because such
a cause of action is generally one that can be
pursued only by the trustee.

4 Collier on Bankruptcy Y 552.02 at 552-14 (15th ed.)(enphasis

added) .

3 The two cases relied on nost heavily by IRS are Inre Watt, 174 B.R 942
(Bankr.S. D. Ghi o 1994) and Caneron v. I RS (I n re Scherbenske), 71 B.R 403 (Bankr.
D.N.D. 1987). Neither case furnishes nuch support for IRS position. |In Watt,
the court found that IRS |ien had detached fromthe property i n question so that
I RS was precluded fromclai mi ng preference recovery proceeds. The court did not
consi der whether IRS would have done better with a valid lien, although it nmay
have assumed so.

Scherbenske is factually very different fromthe case at bar because it
i nvol ved only a sinple question of lien priority and there was no preference
recovery at all by the trustee. As such, it cannot support the IRS position
that preference recoveries are subject to prepetition tax |iens.
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Wi | e nost of the foregoi ng cases were deci ded under 11 U. S. C
8 552, a provision not here applicable because the tax liens in
guestion are nonconsensual liens, those cases do illustrate the
reluctance of the courts to find that preference recoveries are in
sone way the proceeds of an earlier preferential transfer. The IRS
is really suggesting that the preference recoveries in this case
can be viewed as the proceeds of the debtor’s property, and in so
doing I RS neets heavy judicial resistance. Mreover, unlike npst
of the creditors in the foregoing cases, who had pal pable clains to
t he proceeds of their collateral by virtue of U C C. 8§ 9-306, atax
lien is not a security interest as defined in the Uniform
Comrerci al Code, U C.C. 8 9-105(1), and so Article 9 of the Uniform
Comrercial Code is not applicable in this situation. Lastly, IRS
has produced no authority, statutory or otherw se, to denonstrate
that its tax lien follows or attaches to proceeds from the
di sposition of property encunbered by a tax lien. Even if there
were such general authority, there would still be a serious
guestion as to whether a preference recovery, considering its
speci al bankruptcy purpose and existence, could be viewed as

proceeds in the first place.
L.

The trustee also contends that he may use property of the

estate which is encunbered by tax liens to pay admnistrative
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expenses, * even though he now has on hand property of the estate
whi ch is unencunbered and which could in theory be used for that
pur pose. | RS, of course, objects to this treatnment and insists
that the unencunbered funds should be wused in paynent of
adm ni strative expenses so as to spare its property for paynment of

its |liens.

This is an unusual question, and the few cases considering it
are sonmewhat conclusory and do not settle the question. InlInre
Dowco Petrol eum Inc., 137 B.R 207, 210 (Bankr. E.D. Tex. 1992),
the court held that 11 U.S.C. § 724(b) requires the trustee “to
exhaust all wunencunbered funds of the estate in paynent of
adm ni strative expenses before resorting to the primng option.

.” The court believed this conclusion to be “self-evident.” Id.
In In re Ganite Lunber Co., 63 B.R 466, 473 (Bankr. D. Mont.
1986), the court reached the sane result on the grounds that a
contrary ruling would require the secured tax cl ai mant to subsi di ze
junior creditors. On the other hand, the court in Wirst v. Gty of
New York (In re Packard Properties, Inc.), 112 B.R 154, 158-59
(Bankr. N.D. Tex.), refused to require a trustee to look first to
unencunbered assets of the estate and held that “[t]ax |iens were

chosen by Congress as a neans to pay adm nistrative expenses.

4 11 U S.C § 724(b) provides that property of the estate subject to
certain tax liens may be used to pay the holders of priority clains set out in
11 U.S.C. §507(a)(1)-(7). Inthis discussion the court, like the parties, wll

use “adm nistrative expenses” as shorthand for those priority claims.
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If there is property in the estate with a tax lien on it, 8§
724(b) provides for the taxing authorities to bear the cost to sone

extent.” 1d.

The statute is couched in unequivocal |anguage and requires

that “[p]roperty in which the estate has an interest . . . shall be
distributed . . .” in the manner set out. 11 U.S.C. 8§ 724(b)
(enphasi s added). There is no qualification restricting the

operation of the statute to cases in which other funds are
unavail abl e or providing for distribution only to the extent that
unencunbered assets of the estate will not cover admnistrative

expenses.

The statute itself is not ambi guous, but there is a question
about when it 1is neant to operate, i.e., before or after
unencunber ed assets are spent on admi nistrative expenses. Aresort
to the legislative history of 8§ 724(b) reveals that the section
"subordinates tax liens to admi nistrative expense and wage cl ai ns.

N H Rep. No. 95-595 to acconpany H R 8200, 95th Cong., 1st
Sess. (1977) p. 382, reprintedin 1978 U.S.C.C A N 5963, 6338. It
is designed to allow priority claimnts holding clains defined in
11 U.S. C 507(a)(1)-(7) to "step into the shoes of the tax
collector.” 1d. Oher portions of the legislative history state
that the effect of 8§ 724(b) is that "a tax claimsecured by a lien

is treated as a claim between the fifth and sixth priority in a
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case under chapter 7 rather than as a secured claim™ | d,
reprinted in 1978 U . S.C. C. A N 5963, 6459. The legislative history
details very well how the statute operates, but it says nothing
about when the statute is triggered and gives no clue as to whet her

its operation is conditional upon sone other state of affairs.

The court nust conclude that the legislative history of this
statute does not resolve the problem at hand. Under such
circunstances, a court should adhere to the statute and enforce it
as witten, provided that the result produced is not unreasonabl e.
The statute itself 1is wunequivocal and contains no provision
[imting its operation to situations in which unencunbered funds
are insufficient to pay adm nistrative expenses. |f Congress had
meant to trigger the statute’s operation only when ot her funds were
unavai l abl e to pay expenses, then surely it would have said so.
That kind of condition precedent is too obvious to have been nerely
over|l ooked. Accordingly, the court holds that 11 U S.C. § 724(b)
operates automatically and w thout conditions precedent. The
trustee may therefore pay admnistrative expenses from assets
subject to IRS lien in accordance with 11 U.S.C. §8 724(b) w thout

first expending the existing unencunbered assets of the estate.

| V.

For the foregoing reasons, the court finds that IRS has no

lien on the preference recoveries nowin the hands of the trustee.
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Thus, it will sustainthe trustee’s objectionto IRS claiminsofar
as the claim asserts a secured status with respect to the
preference recoveries. The trustee may also pay admnistrative
expenses from assets subject to IRS tax liens wthout first

resorting to unencunbered assets of the estate.

An appropriate order will enter.

JOHN C. COOK
United States Bankruptcy Judge
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