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1 R Q £ A Q l 
2 :HIEF JUSTICE We will hear ar9uaents 

3 next in United States aQainst Whitin9 Pools . 

4 Kr . Smith , I think you may proceed vhen you 

5 are ready . 

8 

7 

8 

OR AL ARGUME NT OF STUART A. SK ITH, ESQ., 

OH BEHALF OF THE PETITIONER 

"R · S"I TH : Mr . Chiaf Justica , and may it 

9 please the Cour t , this bankruptcy tax collection case 

10 co•es here on v rit of certiorsri to the Second Circui t. 

11 It iiresents an important question under t he new 

12 Bankruptcy Code , whether a Bankruptcy Court in a 

13 reor9anization proceedin9 under Chapter 11 may co mpel 

14 the 9overnment under Section 542(a) of the Bank ruptcy 

15 Code to turn o ver to the jabtor in possession property 

18 which the 9overnment had seized by levy to satisfy the 

17 debtor ' s delinquent federal tsx liabilities prior to the 

18 filin9 of the bankruptcy petition . 

19 The facts are relatively simple, and can be 

20 summarized as follo ws . Respondent is a corporation 

21 en9aoed in the business of servicin9 s wimming pools . In 

22 1979 and 1980, it hs1 unpaid sssessments for 

23 withholding, employee withholding and social security 

24 taxes a•ountin9 to so•e $ 92 ,000 . These liabilities had 

25 9one unpaid for alaost as much as t vo years, and on 
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1 Januar y 14th , 1981 , the Internal Re v enue Service 

2 its st'ltutocy eights to levy on Respondent ' s 

3 inventory equipment and o t her tangible pr operty . 

4 !his vas done by placing a on the 

8 pre111 ises , an d the property therefore was seized pursuant 

8 to Section 633 1 (a) of the Internal Re venue Code . The 

1 ver y ne x t day , January 15th , 198 1, Respond e nt f iled a 

8 petition for r eorganiza t ion under Chapter 11 of the 

9 Ba n kruptcy Code . 

10 JUESTIOH ; What va s t he value of the property 

11 seized when the a1justment , $ 20 , 000 adjustmen t vas made? 

12 ft R . S MITH : Well , the value of th e property 

13 va s fo und b y the Ba nkr u p t cy Court t o ha ve a liquidat ing 

14 •alue of $ 35 , 000 . 

15 JUESTIOM; What was the a mount of the 

18 oovernment ' s cl;i.im? 

17 " R · SMITH : The a •ount of the government ' s 

18 clai• is $92,000 . The $ 20 , 000 ad j us t •ent , !! r. Chief 

19 Justice , is somewhat of a well , it is really no t 

20 before t he Court , because i t i nvolves the :i1equate 

protection question , but le t me simply say in pas sing 

22 ths t the qovern11ent took th e position, correctly , we 

2:3 thin k , below, that that $ 20 ,00 0 did not constitute 

24 a:l aquate protection bec ause thst vas $20,000 in th e bank 

25 account t hat the govern•e n t had e xercised its s eiz ure 
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rights. 

2 So vhat vas beinq done essentially vas sayinq 

3 -- vas the Bank ruptcy Court saying , well, you have 

4 adequate protection here because I am goinq to take this 

5 $ 20 ,000 . You h!ve qot $ 20 , 000 already . That vas vith 

8 respect to another seizure . 

7 But in any event, it is not before the Court. 

8 By doing this , by fili ng this petition, the 

9 Respondent became a debtor in possession , and one month 

10 later, in February, the Internal Revenue Service sought 

11 to e xercise its statutory rights under Section 6335 of 

12 the Code to sell the sei zed property and to reduce it to 

13 cash and to apply i t against the tax liability . It 

14 then , because of that, because it wi shed to do t hat , it 

15 vent into bankruptcy -- it vent i:ito the Bankruptcy 

18 :ou rt on February 18th an:! sought an order fro11 the 

17 ban kruptcy judge that the automatic stay provisions of 

18 Sec tion 362 did not bar its sale of the property, 

19 principally because the property vas seized . It vas not 

20 part of the bankruptcy estate . 

21 :ounterclaimed and sought an order 

22 vhich is at issue here, the propriety of which is at 

23 issue here, requiring the go vernment to turn over the 

24 seized property under Section 542(a) of the Ban kruptcy 

25 Code . 
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1 The Bankruptcy Court upheld the on 

2 the issue that is before the Court . It held that 

3 Respondent was not entitled to compel a turnover order 

4 -- to a turnover order under 542(a) , and the District 

5 Court on review like wise upheld the government. It 

8 basically held , in accordance with our submission here, 

7 that the was not property of the estate 

8 within the meaning of the pertinent provisions of the 

9 Bankruptcy Co1e, ind was not subject to turnover . 

10 QUESTION: Do you think the District Court or 

11 the Bankruptcy Court based that view on the --

12 analogizng the government ' s position here to that of any 

13 seizing creditor , or on the basis of peculiar to 

14 the government ' s position? 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

I think on the basis of peculiar 

to the government's position, that the government is not 

simply seizing secured credit, but operates, as t he 

Court -- as we point out in our brief, and the Court 

recognized in Phelps, the g overnment -- the government ' s 

position is tax is r e ally quite different and 

distinct, and Congress has s o made it d ifferent and 

distinct becaus e the involuntary nature of the 

government's credito r relationship . 

In other words , v e d i d not -- unlike a bank, 

ve did not ent e r into a voluntary r e lationship with 

6 

A!.OERSON REPORTINO COMPANY, INC. 

440 FIRST ST., N,W., WASHINOTON, O.C. :tOOOI (202) 112M300 



Respondent to leni it money, Jnd hope , you knov , and 

2 take collateral . We basically -- Here v e are in the 

3 position vhere, as the Court of Appeals itself 

4 recoonized, the Respondent helped itself to the 

5 oovernmen t 's money. This vas -- these vere v i th 

8 principally employee v itbholdino taxes . 

7 So the Respondent paid net payrolls, never 

8 paid over the money that the -- you knov, in a timely 

II vay that you are supposed to. 

10 QUESTIONi "r . Smith, vould your position be 

11 any different if it vere just the income tax liability? 

12 MR . SKITH i No , no . 

13 OUESTIOK: It vould be the same? 

14 SKITH : I think the of employee 

15 withhold ing taxes 9ives this case peculiar force . I 

18 'lle!n, I think vhat it does is shov th!t, you knov, 

17 essentially this v as an involuntary -- essentially 

18 Respondent Vft S borro vin9 money from the 9overnment in an 

111 involuntary vay . 

20 QUESTION: Well, it vasn•t the Respondent's 

21 aoney . You could take that position . 

22 

23 

24 

• R. Sl'ITH: Exactly . !Hoht . Exactly. 

JUESTION: Which makes, I suppose 

MR. SKITHi And indeed, the Court of Appeals 

25 ceco9nized that that vas somethinQ of somewhat peculiar 
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1 force because of that fact . 

2 QUESTION ; But you don 't restrict your case to 

3 that . 

4 KR . SKITH ; I think it would be the 

5 same with respect to income taxes, and the Code suggests 

8 that, you know, once taxes are delinquent and o wing , the 

1 full panoply of statuto ry authority rests in the 

8 Commission to take these steps . 

Mr. Smith, in all these bank ruptcy 

10 situations, there obviously isn ' t enough money to go 

11 around o r we wouldn ' t be having bankruptcy proceedings 

12 filed , and isn ' t -- if the government were able to sell 

13 the property , it would only recover part of the taxes. 

14 The theory of these reorqaoizations, of course, is to 

15 qet the bankrupt bac k on its or his f?et t o be able t o 

18 pay the creditors perhaps in full . 

17 Is the government not better off if your 

1a security is adequate waitinQ it out with the rest of the 

19 creditors and getting more of the tax money? 

20 

21 

MR. SMITH ; Justice O'Connor , that may well be 

the case in a particular case. I don 't think that in 

22 hiodsi;1ht any of us can sit back and say what the 

23 

24 

26 

government ought to have done here. This wa s a 

situacion in which these taxes went unpaid for almost 

t wo years . I can assure you and the Court on the basis 

e 
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1 of hov the Internal Revenue Service behaves that levies 

2 do not occur gladly or with alacrity . They are done 

3 really as a last resort , and I vould -- and the 

"4 instruction 

5 Well, the concern I have -- the 

8 concern I have is that probably in almost every case of 

7 a bankruptcy reorganization there are taxes owed the 

8 government, and if the government is going to take the 

9 position on all these cases that it vants its levy and 

10 its money out, then probably the reorganization aspects 

11 will not be able to proceed in many cases, and so I was 

12 curious v hy 

13 KR. SMITH: Yes . Well, I would simply -- I 

1"4 vould simply suggest -- sug gest that the government 

15 exercises its levy rights only, I am sure , vhen it is 

18 satisfied that debtor in possession or the bankrupt 

17 corporation is not going to be able to survive . 

18 QUESTION: Yes, but that may be against the 

19 judgment of the Bankruptcy Court . The Bankruptcy Court 

20 lets the reorganization petition be filed . It survives 

21 motions to dis miss . Th ere is -- That requires a 

22 judgment that there is a possibility of reorganization . 

23 SMifR : Indeed , but I to the Court 

24 that the exercise of these statutory rights of levy are 

25 rights vhich Congres s has vest ed in the Commissioner to 
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1 take, notv iths tan:1in9 --

2 QUESTION : You have only got Phelps to defend 

3 your position under the previous Chapter 10 , haven't 

4 you? 

15 

e Phelps . 

1 

Well, I vould not say only qot 

QUESTION : Well, that vasn ' t even a Chapter 10 

8 case . Give me a Chapter 10 case. I mean the old 

9 Chapter 10 . Give me one of those . 

10 ,R. S"IrH: !here is no - - there are no 

11 Chapter 10 ca s es. 

12 QUESTION : The bankruptcy lav -- Chapter 10 

13 ha:! been on the books a lon9 time . 

14 

15 

!!R. S!!I!H: Um-hm . Um-h11. 

QUESTION: An:! 1id you think the government 

16 regularly o r even often got ava y vith levying on 

17 property thi!t -- or saying thst they didn ' t have to turn 

18 o ver property that had been l e vie d on in that Chapter 10 

19 proceedinq? 

20 MR. SMITH: Let 11e -- as ve point out in our 

21 brief, Just ice Wh i te, there ha ve been -- there are no 

22 decidej cases --

23 QUESTION : That isn't vhat I asked you. I 

asked you wha t th e practice vas 

215 MR . S MITH: The p r act icP 
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QUESTION : that you were able to get away 

2 with it . 

3 MR. SMITH: The practice, as I understand it , 

4 is that the government exercised its rights of levy when 

5 it felt that they were necessary and appropriate . 

8 

7 them . 

QUESTION ; Well , all right , they exercised 

And dii Bankruptc y Courts al wa ys say , yes , if you 

8 have levie:i before a Chapter 10 petition is filed 

9 that ' s the old Chapter 10 -- that you may keep the 

10 property? Was t h:it --

11 I • m a ware -- I'm a ware of no 

12 decisions forbidding the government from doing that. 

13 

14 

QUESTION : Or approving it . 

SMITH : Or approving it . And the point we 

15 are simply making is that her e --

18 Every other secured creditor could 

17 be required to turn it over, in the old Cha pt er 10. 

18 KR . Indeed . Indeed . But I think the 

19 government is 

20 QUESTION : You :ire saying now th:it one of your 

arguments is that the ne w bankruptcy law has permitted 

22 all seize property before the petition and 

23 keep it . of your arguments would --

24 MR . SMITH: Indeed it is , although I think 

that, you know, our primary and principal argument is 

11 
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1 tha t the qovero•ent staods in a very dis t inct position . 

2 JUESTION : Well , that is one of your ar9uments 

3 in your b r ief . I am no t sure it is the pri ncipal one . 

KB . SKITH : Well , it is the ir9ument that ve 

5 • ake, you and basically it is an ar9u•ent based on 

8 this Court's reco9nition in Phelps , a unanimous 

7 r eco9nition --

8 QUESTIONi I t • s a Chapter 11 . That vas an o ld 

9 Chapt er 11 case . It wasn ' t a bankruptcy - - it wasn ' t a 

10 Chspter 10 case, was it? 

11 

12 

KR. Ko . No , but the point --

QUESTION : Well , thit vas a completely 

13 different operation with r espect to secured creditors . 

14 ! R. SNITH : But we think that Phelps is 

15 persuasive on this , and let me explain why . Phelps 

18 dealt with t he situation that the Court hai to decide 

17 vho had possession of this fund that vas in the hands of 

18 a n assi9nea for the banefit of creditors . The 

19 government had served notice of seizure which the Court 

20 reco9nized was tanta•ount to a levy in that situation . 

21 No v, on:e the qovern•ent -- once the 

22 qovernment did that , then after that the debtor filed a 

petition for reor9snization, and the 

24 

25 

JUESTION • res , under Chsp ter 11 . 

S NITH : Under Chapter 11. The qovernment 

12 
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1 -- the question before the Court vas vhether this vas 

2 subject to the summary jurisdiction of the Bankruptcy 

3 Court or whether it vas subject to plenary jurisdiction, 

4 but in decidinQ vhether it vas subject to summary or 

5 jurisjiction, the Court necessarily had to 

8 determine vh o had possession of this property 

7 

8 

QUESTION : Exactly. Exactly . 

HR. SIH!H' and the Court held that the 

a assignee vis holdinQ the property in constructive 

10 possession for the government . It's as if, really, vhat 

11 the Court said , and I voul d like to quote it, the Court 

12 said --

13 QUESTION ; Do you think the case vould have 

14 come out any d ifferently in Phelps if it been a 

15 creditor? I don't -- Don 't you think any 

1e other secured cre1itor v ho would seize property ahead of 

17 the bankruptcy would have been able to hold it under 

18 Chapter 11? 

19 SMITH : That may well be, but I think the 

20 iaportan t 

21 

22 

23 

24 

25 

JUESTIOH : Well, then , Phelps couldn't have 

rested on the s pecial position of the qovernmen t . 

It R • SH ITH; I beq to :iiffer with the Court , 

only because the middle part of the opinion discusses 

o reat length the effect of a levy. It says, " 'iere ve 
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1 are concerned not with the priority of tax liens , but 

2 with the effect of a tax levy ." 

3 

4 

JUESTION : Right . 

MR. SMITH: "Historically, service of notice 

5 has been sufficient to seize a debt, and notice of levy 

e and demand are equi val en t to seizure ." 

1 QUESTION: What if a mortgagee, what if a 

a mortgagee in a case just like that had taken possession 

9 of the property before the Chapter 11 petition had been 

10 filed? 

11 

12 

MR. SMITH : Well --

QUESTION: Do you think they could have 

13 turned, been --

14 KR . SMITH : There is authority that is cited 

15 by the Court of Appeals below that suggests that that 

18 would have been subject to a turnover. 

17 

18 

19 

20 

QUESTION: In a Chapter 11? 

QUESTION: Not in the old --

MR . SMITH: No, under a Chapter 10. 

QUESTION: Well, that is a different thing, 

21 :>1:1 Chapter 10 . 

22 

23 

24 

25 

MR. SMITH : Well, the point -- I think the 

essential point of Phelps is, n:> matter wh at kind of 

proceeding existed under the old bankruptcy la w, Phelps 

turns on the recognition as to what the effect of a levy 
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1 is, and I think the important thing about the effec t of 

2 a levy is that for all intents and purposes, it means 

3 that the government has v irtually all rights to the 

4 property except a fe w narrow rights . 

5 OUESTION i All Phelps had to decide for 

6 purposes of deciding whether a plenary hearing wa s 

7 r equire:i or summary jurisdiction under t he o l d 

8 Bankruptcy Act was that the government had reduced this 

9 property possession prior to the filing of bankruptcy . 

10 So that is ill tha case =an sta nd for . 

11 MR. SMITH : That is all the case could have 

12 could ha ve said , but the Court vent on and discussed 

13 what the effect of a levy was, and it said basically 

14 that the ll!VY therefore gave the Uni te:I St;i tes full 

15 legal right to the $38,000 levied upon as against the 

16 claim for the patitioner receiver. 

17 Now, that to us is very significant , and when 

18 you take that recognition as to what the effect of a 

19 levy is , and you consider it against -- in the context 

20 and in the perspective of the new Bankruptcy Code 

21 provisions, I think the ans wer is very clear that the 

22 Court of Appeals below erred, because what you had 

23 would like to refer the Court, if I may , to the 

I 

24 pertinent of statutory the language needs to 

25 be construed . 
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1 On Page 52-A, and 53-A, and 54-A of the 

2 appendix to our patition , the pertinent provisions are 

3 set forth , and basically ve start, if I may, on Page 

4 54-A, with the turnover provision, t he very provision 

15 th!t the Court of Appeals thought vas applicable here . 

e It says here, ''Except as provided in Subsection C or D 

7 of this se=tion , 3n entity in possession, custody , or 

8 control during the case of property that the trustee may 

9 use, sell, or lease under Section 363 of this title 

10 shall deliver to the trustee ." 

11 No v, the question -- the IRS is an entity, and 

12 the question is, whit is that the trustee may 

13 use, sell , or lease , and ve have to go to Section 363 . 

QUESTION: Kay I interrupt you right there? Is 

15 it not true that in a vi thholding case , as Phelps vas, 

18 you ' ve got cash involve:i that should have been paid out, 

17 you know, the withholding money, that that would not be 

18 property that the trustee could use . 

19 

20 

KR . SMITH : Th!t ' s right. 

QUESTION: Whereas in this case, the physical 

21 assets would be property that could be used? 

22 

23 

24 

215 

MR . SMITH : Yes, but the point -- the point --

JUESTION: Isn't that true? 

QUESTION; I understood --

1R. Well, let me go on . We then have 

16 
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1 to say to ourselves -- have to ask ourselves, vhat is 

2 the property that the trustee can use, and the question 

3 is , under Section 363(b) , cited on -- you knov, set out 

4 on Page 52-A, it says, "The trustee, after notice in 

5 hearing, 111ay use, sell, or lease, other than in the 

6 or1inary course of business, property of the estate ." 

7 So the question boils dovn to, vhat is -- if 

8 this is not property of the estate, it is not subject to 

9 a turnover order. And Section 541{a) finally defines 

10 vhat property of the estate is, and it says - -

11 

12 l!r. Smith . 

2UESTION: Let me back you up a little bit , 

If this party had done what they should have 

13 done, this $92,000 would have been in a sep;irate 

14 account , an agency or a trust account separate and apart 

15 from all the other assets of the employer . 

16 MR. Sl!ITR: Precisely, and it would have been 

17 paid over. 

18 OUESTIOM : Well, at least it would have been 

19 set aside if it hadn't been paid over . 

20 

21 

22 

23 

24 

KR. Right . 

OUESTION : Well, t hen, in this rehabilitation 

concept of Chapter 11, could that $92,000 have been used 

for any of the purposes of restoring th is business? 

'IR. SMITH : No. No. It belongs to the 

26 government . 

17 
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1 

2 

3 

4 cate9ory 

5 

QUESTION : Of course not . 

KR . SMITH ; Of =ourse not . 

QUESTION : Well, then, it is in a separate 

SMITH ; Well, indeed --

8 and are you assertinq that vhat 

7 vas left of the -- vhat was available is subject to a 

e constructilfe trust? 

9 SMITH : Well, that requires, you knov, 

10 questions of tracinQ that the record is on, and I 

11 a• not suooestinQ that this property vas in a 

12 constructive trust. What I a:a suQ9esting, Your Honor , 

13 is that this is not property of the estate. That ls, 

14 you knov, that ls the critical aspect . 

15 

18 

)UESTION ; But that ls no different than a 

•ort9a9eee seizing the day before . I mean, you said 

17 that you thouQht your ar9ument vas primarily based on 

18 the unique position of the qovernment, but this argument 

19 you are making it seems to me just for open to all 

20 secured credito r s generally. 

21 SMITH: Well, ve don 't -- ve are not 

22 putting ourselves , Justice Rehnquis t, in the same 

23 category as all s ecured cre ditors generally . 

:z. 
25 

)UESTION ; Yes, but you a re --

XR. S MITH : We are re s ting -- ve are res tinQ 
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1 on the exercise of our riqhts to levy. 

2 JUESTION : But vhat you are sayinq, Kr. Smith , 

3 is that property of the estate refers to the debtor's 

4 interest in property and oot to property in vhich the 

5 debtor has an ioterest . 

8 

7 

KR. That ' s riqht. 

JUESTIONi And if that is your theory, it 

8 •akes reor,anization impossible in any case , because 

9 every creditor vould be the same. It is iapossible . 

10 KR. Sl!ITH : It aakes -- let me suqqest that it 

11 aaltes reorqaoizati.on it aakes reor9anization 

12 impossible in a case in vhich the debtor, like in this 

13 case , va its , you knov , and does not pay tax obliqations, 

14 and then finally the Internal Revenue Service exercises 

15 its statutory riqhts to levy, and then it qoes into 

18 Bankruptcy Court . I vould SUQQest that that sequence of 

17 events vouldn • t possibly make reorqanization 

18 impossible . But th e chronoloqy in this case is 

19 critical, because --

20 QUESTION : But your theory that you have just 

21 been ta lkinQ about vould apply to all creditors . That 

22 is the one araument that you lllake in your brief, and it 

23 vould seem to me like you backed off from that araument 

in your reply brief. 

25 , R. SMITH : The point is th1t the Court of 

19 
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1 Appeals here began its analysis by saying that there was 

2 this turnover 3uthority under the old bankruptcy law, 

3 and that somehow it was carried forward. Ve don't think 

4 that is true, but that is not critical to our case, 

5 because even if it were carried over, we don't think 

e that, you know, that the settled rule that permit 

7 thst insulated tha Internal Revenue Service from 

8 turnover with respect to prepetition tax levied property 

9 has been altered by the codification of the Bankrupty 

10 Code . lie regard that rule as settled, and we regard the 

11 -- I mean, it would be a drastic and radical departure 

12 from old law for the 

13 QUESTION: Well, it is not very well settled 

14 if you can• t ;iive me any cases under Chapter 10, on the 

15 old law, if you can • t even give 111e a case one way or the 

18 other. 

17 

18 

19 

20 

KR. I think the point --

QUESTION: How settl ed is that? 

KR . SKI TH : I think it is settled because no 

one ever =nallen;ad the authority. I think there would 

21 never be any --

22 

23 

24 

25 

QUESTION : As far as I know, the Internal 

Revenue Service never attempted it before. 

MR. SKITH ; I/ell, I can --

QUESTION: And you can ' t tell me that it did . 

20 
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1 !IR. SKITH i I can tell you that in 

2 investigating the histor y of this case, the Internal 

3 Revenue Service assured me that its right to do this had 

4 never been challenged, and that it had done it on a --

5 it had done it on innumerable cases . 

8 

7 

JUESTION : That hardly answers Question . 

llR. S llITH1 Well, I vould simply suggest that 

8 the absence of authority suggests that the -- that the 

II right vas vell settled . After all, the statutory 

10 authority to levy , these are very old statutes, and 

11 the --

12 JUESTION : Well, you wouldn ' t think that it 

13 had been settled with respect to other secured creditors 

14 un:ler 10 , would you? 

15 

18 

17 

18 

111 

!IR . SllITH ; Well, apparently, there is 

Would you? 

llR. SMITH : No . 

JUESTIOH: The rule is Quite the contrary . 

llR. SllITH i Well, there was some decisional 

20 lav to the contrary, but that really --

21 

22 

Then tha t is not well settled . 

A lot more decisional law than 

23 there was in the case of the IRS. 

24 KR. SKITR& Well, indeed, but our point is 

25 that the government occupies a different position 
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1 than an ordinary secured creditor. An ordinary secured 

2 creditor simply has a security interest . Take a 

3 mort9aqee. 

QUESTION i r.r. Smith , all of your tracing 

5 t hrou9h th2se st!tutory sections that you very helpfully 

8 took us throu9h a fe w minutes aqo , there is nothin9 

7 peculiar to the 9overnment about any of that ar9u111ent . 

e The only thin9 peculiar to the government is your heavy 

9 reliance on the Phelps case . 

10 SKI TK : Well , 12t me say this . But it is 

11 more than t he Phelps case , because Section 5111 defines 

12 property of the estate as all leqal or equitable 

13 interests of the debtor in property as of the 

14 commencement of the case . Nov, the question is, what 

15 were the d2btors ' interests in this property as of the 

18 commencement of the case, the day that it fi led its 

17 petition for reor1anization, and un:ler Section 6331(a) 

1s the l evy had already taken place and the provisions of 

19 the Internal Revenue Code are absolutely clear that 

20 under those circumstances the only -- the only property 

21 interests tha t the debtor had in that property wa s the 

22 right to receive notice of sale, was the right to 

23 receive possible surplus . 

24 QUESTION ' Well, that is not much different 

25 than the chattel mort9a9ee . Seizing chattel. mortgagee . 

22 
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1 

2 

3 say . 

4 

15 

KB. SKITH : Well , under --

QUESTION : Or chatt el mortgagor , I should 

MB . SMITH : Well, now, I --

QUESTION: Bight to receive notice of sale. 

8 Biqht to receive surplus. 

7 KR. SKITH : Well, ultimately that is true, but 

8 I would suggest to the Court that the government is 

9 different in the sense that Congress has armed the 

10 govern11ent with ststuto ry 3Uthority to ::oniuct 

11 ad•inistrative sales without any -- without any further 

12 ad:>. A ch3.ttel mortgagee, I would suggest, has to get 

13 the sheriff to come and seize the property . It can ' t 

14 engage in self-help. These --

15 QUESTION: Well, take a con1ition3.l vendor 

18 then, who can -- the sale --

17 SKITH : Well , lat me simply S3.Y this , that 

18 the end result vith respect to a secured creditor and 

19 the government may be the same at the bott:>m line in the 

20 sense that the debtor will be entitled to surplus, but 

21 the point is th3t Congress has 11ade a :letermination that 

22 the Internal Service and its prerogativPs are to 

23 be treated differently, and I think th e Court has 

24 recoonized that in Phelps , because vhat tha Court said 

25 there was that the service of a notice of seizure takes 
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1 the property -- tikes the legil interest of the property 

2 and puts it in the hands of the government . 

3 The government then can sell it . A chattel 

4 mortgagee or a real property mortgagee has to start a 

5 foreclosure action. The government is not simply 

8 in tax =ollection proceedings to starting a --

7 to commencinq a suit to foreclose. 

8 QUESTION : Well, neither a chattel mortqaqee 

9 nor a conditional vendor in most places has to start 

10 suits to foreclose . 

11 KR . SMITH : That ' s -- that may be the case, 

12 but I am simply suggesting to the Court that in enacting 

13 the Bankruptcy Code , there is just -- there is no 

14 statutory language that supports the notion that in a 

15 situation like this when the IRS has engaged in a free 

18 petition levy, that such property is subject to 

17 turnover . It is a drastic chanqe f rom what we regard as 

18 the settle:! rule for the contrary , as -- and we think 

19 that Phelps recognizes that there was such a 

20 JUESTION: I suppose one argument that the 

21 government might make that says that the ta x claim is 

22 different from other secured creditors is that -- at 

23 least you submit that the governme nt' s interest under a 

24 levy is determined by the code , whereas other secured 

25 creditors ' interests very likely woulj be 
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1 under state law . 

2 

3 Exactly. 

4 

ll R. SMITH : Under state law . Exactly. 

OUESTIONi Did the corporation here ever 

5 acquire any title to these tax 

e KR . These tax moneys? 

7 OUESTIOll; Yes, the money that vas put into 

8 these accounts , tha t he did not put into the accounts 

9 but should have put into the accounts . 

10 !R. S!ITH: Well , the corporation had title, 

11 and ultimately, you know , there is no money nov in the 

12 sc=ount, where there are -- are inventory . 

13 OUESTION ; Well, l et me 90 back to my other 

14 question. If it had done vhat it should have done with 

15 its trust .:ioney , it vould have had a separate account , 

18 vould it not? 

17 

18 

MR . S HITH: Indeed. 

QUESTIONi And the $92,000 would be there . 

19 Would the creditors be enti tled to one penny of that? 

20 

21 

'!R . S!IITH; No . Absolutely not . 

You are ar9uin9 that equity 

22 presu11es that shoul:1 be done? 

23 SKITH1 Absolut el y not , but our ar9ument, 

24 a s I suggested to Mr. Justice Blackmun, you know, is 

25 v ith respect to all taxes , because Section 6331 empo wers 

25 

ALDERSON REPOATINO COMPANY, INC. 

440 FIRST ST .. N.W , WASHINOTON, O.C. 20001 (2021-



1 the Internal Revenue Service to le vy on assests of the 

2 d e l inquent t axpayer any time the r e is unpaid assets , and 

3 here is a situa t ion vhere these - - u npaid ta x 

4 l iabilities . Her3 is a sit ua ti on where these thin9 s 

5 v ent unpaij for sever al years . The 9ove r nment f i nally 

6 realized that it vas not 9oin9 to qet paid unless it 

7 t oo k these involuntar y measur es , anj it dij tha t, and 

6 t he fact that the bankruptcy proceedinq vas commence d 

9 the r eafter to us is beca use it su9gests that 

10 under t he pertinent provisions, this proper t y that vas 

11 seized , this in ventory vas no t property of the estate . 

12 I vould like to save t he remainin9 time for 

13 r ebuttal . 

14 

15 

16 

17 

18 

19 

20 

CHIEF JUSTICE BURGER : Mr . Relin . 

ORAL ARGUMENT OF LLOYD H. RELIN , ESQ ., 

ON BEHALF OF THE RESPONDENT 

MR . RELIN : Mr . Chief Justice , and may it 

please the Cour t, it is the view of the Respondent that 

the decision reached by the Court of Appeals belo v vas 

not only based on sounj statutory analysis, but that of 

21 equal importance , it vas qrounded in common sense . On 

22 

23 

24 

25 

the other hanj, we the 9overnment's p r oposed 

plain languaqe interpretation of turnover under the 

Bankruptcy Code - -

Let me put to you the question I 
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1 put to your friend , Kr . Belin . If thi s corporation had 

2 done vhat it s hould have done, put this money in a 

3 separate a:count , there vould have been $ 92 , 000 in that 

' ac:ount 1 t the tiae of the bank ru:itcy , vould it not? 

6 

8 

KB . BELIN : Yes , indeed . 

QUESTION ' Nov , could it use any part of that 

1 a oney for its corporate affairs? 

8 "R . RELIN ' It vould not be property of the 

9 estate . 

10 QUESTIONi It vould be an embezzlement if they 

11 did so , vould it not? 

llR . BELIN ' II ell , perhaps 

QUESTIO N& Perhaps? 

l! R . BELIN: -- but it cert ainly v ould be a 

15 vi:llaUon of trust, and --

18 JUESTION : Well, th1t is sometimes called 

17 e abezzlement 

18 

19 

20 

KR . RELill : Yes . 

CCenPral lau9hter.) 

QUESTION : -- vhen trustees tike the money and 

21 use it for their own a ffa irs and then lose it, 

22 especi1lly if they lose it. Nov, vhen did the riabt of 

23 the creditors, the qeneral creditors or the secured 

creditors, ever at tach to any part of that, as ve find 

26 it , a mythical fund, a fund that by his ovn default vas 
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1 

2 

3 

4 

5 

e 

not created? Wh e n did t hey ever acquire any rights to 

s hare in th a t $92,000? 

llR . RELI N: Your question, Chief Justice, 

presumes that there was in fact such a fund in existence 

at so•e point in till e. In fac t, withholding taxes 

JUESTION : Some t imes the law, especially on 

7 the equity side, assumes wh at that was done what should 

e have been :lone . 

9 

10 

! R. RELIN : That ' s true . 

QUESTION: Nov, that would be true if the 

11 $92 , 000 vere there , wouldn ' t it? 

12 MR. RELIM : No question about it . And v e do 

13 not mean to in any way tha t it vas ina ppropriate 

14 that it vas not there . Of course , the money should have 

15 been accumulated and paid . 

18 JUESTION : Why should the general creditors 

17 profit by the embezzlement or at least the default , to 

18 use a lt ind2r vord, of the debtor? 

19 MR. RELIN: Well, I think the wa y the 

20 statutory construction is of the Bankruptcy Code is that 

21 if in fact a fund exists and can be traced, and 

22 sponsors of the indicate that tracing should 

23 be allowed a fairly liberal course 

24 The predicate for that statutory 

25 provision is that the money belonged to the debtor , is 
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1 it not? 

2 "R. PELIN i No, that the money does not belon9 

3 to the debtor if it can be traced, and the sponsors make 

• it cle!r that the government is to be 9iven leevay by 

5 t he Court to atteapt to do such a tracin9 , i! at all 

8 possible, but that vas not atteapted to be done here . 

7 As a aatter of fact , counsel has indicate:! th!t this tax 

8 had accrued o ver a period of a couple of years . So 

9 there vas no fund in 

10 As a matter of fact, the only cash or fund in 

11 existence vas $15,000, not $20,000 , that vas on deposit 

12 in a bank account, and that had in fact been levied upon 

13 by the government prior t o the levy on the tan9ible 

1• property, v hich, incidentally , vas primarily 

15 construction equipment and vehicles , by and lar9e, and 

16 the company had o vned those a substantial period of 

17 years. So there is no direct relation betveen the 

18 unpaid tax liabilities an:! the property itself that vas 

19 seized . 

20 QUESTION: Mr . Relin, did the government's 

21 levy count the filin9 of the petition !or 

22 reor9anization? 

23 

2• 

25 

RELIN i Well, it dij, Justice Blackmun, at 

least on the day that it vas filed . the fact 

that ve v ere file it vithin one day occurred 
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1 because it had already been planned, but simply not put 

2 into execution. The government pre-empted us in that 

3 regard. 

4 The government ' s plain language interpretation 

5 assumes or argues that turnover applies only to interest 

e rather than to the items of property which are subject 

7 to such interest and a basis --

6 OUESTION : Kay I ask just one question before 

a you get into your argument? 

10 

11 

KR. BELIN : Yes, Justice Stevens. 

QUESTION: The assets in dispute, as ! 

12 un:ierstand it, are primarily physical assets. 

13 

14 

"R · RELIN : That's correct. 

And you have a statement in your 

15 brief they had a ;ioin;i concern value of $162,000 or 

16 something of that --

17 

18 

KR. RELIN : The c ourt did so find. 

QUESTION: That is what I wanted to know . 

19 There was a finding to that effect . 

20 HR . RELIN: Oh, yes. There was an e videntiary 

21 hearing wi th testimony as to values . 

22 QUESTION : Which is , of course, in excess of 

23 the claim. 

24 

25 

MR. RELIN: Only by $70,000. 

:)UESTION: Yes . 
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1 MR. RELIN i Yes . The ar9ument that turnover 

2 only applies to possessory interest or to interests in 

3 property rather than property would mean that the 

4 trustee would be entitled to obtain turnover under 

5 Section 542(a) of the possessory interest in property 

8 which he already has, he does have such an 

7 interest, but not the ite• of property i t self if that 

8 ite• happened to be held by someone else . 

9 Clearly, such an interpretation of the statute 

10 is absurd and could not be seriously advanced by the 

11 9overnment in this case. 

12 QUESTION : Then it would apply t o all 

13 creditors. 

14 RELIH & Absolutely . As you indicated in 

15 your questionino, Justice White, anj we do agree that 

18 these sections are of oeneral application to all cases 

17 in bankruptcy. The word "turnover" implies in most 

18 instances a physi:al act with respect to a particular 

19 ite• of property. Therefore, it seems logical that 

20 Section 542(a) :aust deal with the item of property 

21 itself, not •erely with interests of various parties in 

22 that item of pr ope rt y. 

23 Ho wev?r, tha oovernment says that the reme1y 

24 of turnover is not available unless the debtor vould 

25 have h:i.j the of possession absent the pendency of 
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1 t he ba okru9tcy proceedinq . In o t he r words , the 

2 q o v eroment believes that Section 542(a) has no 

3 indepenient rem aii!l function , but mer ely codifies the 

4 po v e r of the court to compel a third party to turn over 

5 t o the trustee property which the third party is no t 

8 other wise leqally entitled to retain, even absen t the 

7 pendency of the bankruptcy proceedinq . 

8 Under the Bankruptcy Act, such ! turnover 

9 power existed as ! judicially created adjunct to the 

10 Bankrupt cy Court ' s summary jurisdiction , b u t it was not 

11 available for use aqainst a creditor ad versely in 

12 possession under a claim of riqht excep t in 

13 r eorqanizations , is I will subsequently discuss . 

14 On the other hand , under the Bankruptcy Code , 

15 it would appear t hat the turnover po wer extends to 

18 property ad v ersely held at the time of the filinq of the 

17 petition . Such an inter pre ta ti on is suppor ted by the 

18 history, whera proper ty of the estate is 

19 interpreted accordinq to the House and the Senate 

20 reports as includinq "property recovered by the trustee 

21 u nder Section 5 42 , if the property recovered was merely 

22 out of the possession of the debtor, yet remained 

property of the dabtor ." 

24 

25 

QUES!ION : Mr. Relin, do you understand the 

Second Circuit to have tak en the position that you have 
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1 just now been of this 9ener1lly expanded 

2 a va ilabili ty of the turnover order e ven for property in 

3 possession of an 1dverse creditor? 

I understand t hem to have tak en 

5 t h1 t posi tion with respe=t to a reorg1niz1 tion . I don ' t 

8 t hink they --

1 

8 

QUESTION: That they reserved as to ordinary? 

MR. RELIMi Yes, and I don ' t think it ' s 

9 ne=essary to reach t hat because, of course, ve are 

10 de!lling vith 1 reorqanization case here , but I think 

11 because the section itself, 5U2(a), is one of the 

12 sections of 9ener1l 1 pplication , then , Justice 

13 Rehnquist, I believe that such an interpreta tio n vo uld 

14 be possible . 

15 2UESTIONi That is really a fairly important 

18 and r ather broad under the ne v Bankruptcy Act, 

17 i sn • t i t? 

18 KB . RELIM : It absolutely is , and I don't 

19 really purport to give an overall response to that , 

20 althouqh it may be --

21 Wh1 t do you t hink the la v vas under 

22 Chapter 10 , the old Chapter 10, vith just an ordinary 

23 secured craditoc who has taken possession immediately 

24 prior to the filinq of the petition? Isn ' t that subject 

25 to su1u1ry turnover? 
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?ELIN : Yes . There was a fairly extensive 

2 developed body of la w. 

3 QUESTION : And if it wasn 't subject to summar y 

4 turnover, it might have been subject to turnover in a 

5 plenary suit? 

e 
7 The --

8 

KR . RELIN : It certainly might have been . 

OUEST!ON 1 I thought the trustee in old 

9 Chapter 10 could =ollect those kinds of assets . 

10 KB . RELIN : Absolutely coulj , and there is no 

11 t!nt the :leveloped h.w that 

12 JUESTION1 And do you know of any cases 

13 specifically with property held -- prior to a 

14 Chapter 10 reorganization held by the government under a 

15 levy? 

18 

17 

18 

KR . RELIN: Absolutely not . 

QUESTION : There just weren't any? 

No, there never were, and I would 

19 like to correct you, Justice White, in one minor 

20 respect, if I might . 

21 

22 

Yes, you certainly •ay . 

RELI &1 Phelps was a liquidation case . It 

23 was not a Chapt?r 11 ::asa . The only Chapter 11 case 

24 

25 

that I am a ware of whatsoever was the case of Pittsburgh 

Penquin Partners . 
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1 OUESTIO!lt Well, it vas 1 C3Se -- vas it 

2 started out a Chapter 10 case? 

3 

.. 
5 

8 

KR. RELI Nt Phelps? 

QUESTION: Yes • 

l!R. PELIN t !lo . 

QUESTION : It started out a straight 

1 bankruptcy case. 

8 MR . RELIN t It vas not oDly s t raight , but it 

9 va; an inv:>luntsry bankruptcy. 

10 :>UESTIO!l 1 Well, that is even -- that is a 

11 fortiori then fro• a :::hapt.er 11 . I nean , an ordinary 

12 bankruptcy , if some secured creditor had taken 

13 possession, the trustee could never get it back . 

14 

15 

18 

17 V SS • 

18 

19 

l!R . RELIN : Yes . In 1 strai•h t b!nkruptcy 

QUESTION : Which it vas . 

RELIN : -- o= in Chapter 11. Which it 

OUESTIOH : Which Phelps wa s . 

MR . RELIN t Absolutely vas, and that certainl y 

20 is our position vith regard to Phelps . 

21 I think that in order t.o understand the 

22 si;inifican=e of Section 5U2, it is necessary to bear in 

23 mind Secti:>n 543 as vell as Section 542 , because they 

ace companion sections . The case law which had 

25 developed under the Act had distinQuished betveen equity 
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1 re:eivers h'l1in;r property for :reditors generally and 

2 for closure receivers holding property for a particular 

3 creditor . l\l though both types of receivers vere 

4 required t' turn over such property in a Chapter 10 

5 reorganization, only equity receivers vere required to 

8 t u rn over to a straigh t bankruptcy trustee. 

7 Section 543 of the Ban kru ptcy Code applicable 

e to custodians b y its terms seem s to encompa ss 

9 both equity and f'reclosure receivers . 

10 QUESTION : Vbere is 543 set out in the briefs , 

11 if you knov ri9ht of f? 

12 MR. RELINi Well, it would be , I am fairly 

13 certain , in the g o vernment •s appeniix . 

14 QUESTION: It is in Judge Fr iendly ' s opinion 

15 in the footnote on Pa;re 6-A . 

16 

17 

OUESTIOS : Page 54 - A. 

It is on 6 -A. It is not in the 

18 other material s . 

19 

20 

21 

22 

23 

24 

28 

KR. Nov, the essence of 543 seems to 

be that there must be turnover by any party holding 

property vhich 111s once the d!btor 's or proceeds o! that 

property if the party holding the party or the proceeds 

holds it for the benefi t of some other party, and it 

doesn •t matt er wh ether that other party is just one 

creditor or all creditors of the debtor . 
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1 Section 5 4 2(a) , on t he other hand , provides 

2 for turnover from parties other t han custodians . If 

3 both traditional equity and foreclosure receivers are 

4 c us t odians , ob viously , Section 542(a) applies to someone 

5 else . In our opinion, and in the opinion of the Court 

6 of Appeals , that someone else includes a creditor vho is 

7 in self-possessi'on of assets of the debtor' s pr operty . 

8 Under the Bankruptcy Act, Section 257 , in 

9 corporate an1 Section 507 , in real 

10 ' property arrangements --

11 

12 

13 

QUESTION : Excuse me . Before you go on --

llR . RELIN : Yes . 

QUESTION : 542(a ) after the -- other t han 

14 custodian in possession language , is follo wed by vhat 

15 appear3 be limitation of property that the trustee 

16 may use . 

17 llR . RELIN : Yes, may use , sell , or lease under 

18 Sec ti on 36 3. 

19 

20 

21 

22 

23 

24 

QUESTION: Nov, if, as I had suggested in my 

earlier question , this company had done what they should 

have done legally, put it in a separate account 

identified as withholding tax , then would that have been 

property that the trustee may use? 

RELIN : Not that property, but the 

25 property that was seized here by the government, 
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1 Just because ve ire de!lin9 vi th a certain 

2 dollar a111ouo t for one cateqory and a tax of $ 92 , 000 does 

3 not me!n equipment tha t had been purchased years earlier 

4 by the debtor vould do that . 

5 JDESTION: What about bank accounts? What 

8 about taxin9 --

7 RELIN , Well, there is an indication in 

8 the leqisla t ive history that perhaps the courts should 

9 11.ssume that the last money in bank accounts is in fact 

10 trust funds . 

11 QUESTION : Is impressed with a constructive 

12 trust. 

13 KR . RELIN • Yes , that is really a constructive 

14 trust ar9u111ent, or r:esultin9 trust , perhaps , in a 

15 traditional sense, but not in the case of tanqible 

18 property . In any event, both 257 and Section 507 of the 

17 Act require turnover by a trustee under a trust deed or 

18 a mort9a9ee under a mort9a9e . Both creditors were 

19 creditors who were in self-possession of the debtor • s 

20 property . 

JUESTION : If the trustee -- if the 9overn111en t 

could show that some of this $92,000 wa s used to 

purchase the physical, tangible assets that wer0 seized , 

would the constructive or resultinQ trust follo w? 

r.R . Absolutely. I don 't think that 
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there's a real dispute about that, Your Honor. They may 

2 trace as far as they possibly can and --

3 

4 

But that hasn't been undertaken. 

RELI N: Not in this case. It is our 

5 belief that the cases that have developed under 

6 10 and under Chapter 12 and primarily, of course, the 

7 case of Re=onstru=tion Finance Corporation , on which the 

a Second Circuit placed qreat reliance, that those cases 

9 have been =arried forward into the Ban kruptcy Code, and 

10 those cases would not appear in Section 543, We believe 

11 they were carried forward into Section Sll2( a) . 

12 The raa;on for this can be seen from the 

13 historical analysis that we have set out in our brief, 

14 and which the Court of Appeals followed. There was 

15 considerable testimony adduced in the House and also in 

16 the Senate where many parties testifyin9 expressed 

17 concern that the oriqinal custodial provision, turnover 

18 from a custodian under the earlier drafts of the 

19 Bankruptcy Code did not provide for turnover by a 

20 creditor in self-possession of the debtor 's assets . 

21 Following that testimony, the redrafted House 

22 bill, H. R. 6 , wa s introduced wh ich containad Section 

23 542(a) in its present form. And we believe that this 

was done for the purpose of incorporatinq the decisional 

rule of law that had developed in many cases, not just 
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1 Reconstruction Finance, but In Re Prudence Bonds , Grand 

2 Boulevard Third Avenue Tr3nsit , Colonial 

3 Realty, and so on. 

QUESTION: Mr. Relin, to your knowledge, was 

5 Judge Kagruder's opinion in Reconstruction Finance the 

8 only Court of Appeals opinion treating the particular 

7 issue that it did under the old bankruptcy law? 

8 KR . RELIN : Well, that particular issue was 

9 dealt with in various other cases in other categories , 

10 al though I think, as far as I know, Reconstruction 

11 Finance was the only case that actually dealt with 

12 inventory, which was the seized assets in that 

13 particular case . 

14 We that by keying 542(a) to 

15 the sale, use , or lease of property under Section 363, 

18 Congress intended to en3ble a trustee or reorganizing 

17 debtor to acquire po s session of needed property in which 

18 the interest of the estate is not inconsequential, so 

19 

20 

21 

22 

23 

24 

25 

long as th e interests of the party in possession of the 

property c an be j udicially determined to be adequately 

protected. 

Section 363(e) manda tes an adequate protection 

hearing the request of the aff ecte d creditor, and 

in the case of th e p roposed turno ver of cas h collateral, 

Section 363 ma ndates such a hea r ing . In case, 
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1 the trustee h1s the burden of proving the protection 

2 offered is adeq uate . 

3 Turnover is required under Section 542(a) of 

4 p r operty th1t the trustee =an use , sell , or lease -- it 

5 is a disjunctive that is used - - under Section 363 . 

8 Although the government has concentrated its analysis o n 

7 Subsections (bl and (c) , Subsection (f)(5) of Section 

8 363 permits a trustee to sell property ei t her in th e 

9 ordinary course of business or out of the ordinary 

10 course of business free and clear of the inte r est of any 

11 other entity in the property if " su=h entity could be 

12 compelled in a legal or equitable proceeding to accept a 

13 money satisfaction of such inte r est ." 

14 Clearly , this is the case wi t h respect to the 

15 inter est of the IRS in all of the property that it 

18 seized from Whiting , is the government has no i nterest 

17 in the property except to get paid . Therefore, as 

18 Whiting could sell the property under Section 363 at 

19 (5) , it is entitled to turn over under Section 542( al . 

20 Conceding that Section 542 might require 

21 t urnover by ! priv!te creditor in possession of assets , 

22 t he government nonetheless attempts to exclude itself 

23 from the !;>Plication of that rule . In essence, the 

24 

25 

government ' s argument takes the following pattern . 

There e xisted pre-Bankruptcy Code prior la w 
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1 governing the effact of pre-bankruptcy tax levies. 

2 Nothing in the Congressional history 

3 specifically indicates that Congress intended to change 

4 that prior law. !herefore, Congress iid not change the 

5 prior law. 

8 The govarnment ' s syll ogism fails, ho wever, of 

7 its ovn accord; because it is based on a false major 

8 premise . According to the government• s argument, 

9 pre-Bankruptcy :oia decisional lav held that the 

10 government vas not required to surrender to the trustee 

11 for inclusion in the bankruptcy estate property seized 

12 prior to bankruptcy to satisfy delinquent taxes. That 

13 is the wording in the government's reply brief. 

14 But there is no case citei by the government 

15 as prior la v under the Bankruptcy Act v hich held that 

18 the govern11ent could not be compelled to turn over to a 

17 reorganization trustee tangible property seized in a 

18 pre-petition tax levy ••hich had not been sold at the 

19 time of the petition . llith the sole exception of the 

20 Pittsburgh Penguin Partners case, all of the prior lav 

21 cases concarnad the government's seizure of intangible 

22 property and its right to retain that against a 

23 liquidation trustee. 

24 Pi ttsburgh Penguin Partners, however, which 

25 vas a Chapter 11 case, is not e ven prior law .as it vas 
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1 ie=idei by th e Thlr:I Cir=uit in 1979, one year after the 

2 Bankruptcy Code hid been enacted . Moreover, the 

3 decisions in American Acceptance Corporation versus 

4 and In Re Chantler Bakinq Company , both cited 

5 by the• as part of this prior lav, vere published on 

8 Karch 30, 1977, and July 18, 1977, respectively, several 

7 aonths after the introduction of H. R. 6 on January 4, 

8 1977, vhich alre s:ly contained Section 542Ca) in its 

9 present form. 

10 Reco9nizin9 as it must that all of the prior 

11 cases srose in vhere the existence of a 

12 bona fide sdverse claim to the property defeated sunmary 

13 jurisdiction of the Bankruptcy Court and would have done 

14 so for a private creditor in adverse possession as vell 

15 as for the qovernaent, the qovernment seeks to e xtend 

18 the ratio iecidenii of the csses to broader 

17 application by ar9uin9 that the prior cases really held 

18 th1 t a tax levy in and of itself effected a transfer of 

19 ownership to the government of the property levied upon. 

20 But in actuality , the only cases which vould 

21 be prior lsv th1t 1eslt 11 ith that p1rticul1r subject 3re 

22 only three cited by the government, United States versus 

23 Eiland, s Fourth Circuit 1955 United States versus 

24 Sullivan, 1 Third Circuit 1964 case, and this Court ' s 

25 decision in !'helps versus United Ststes. 

ALOEASOH REPORTING COMPANY, INC. 

4<0 FIRST ST., N.W .• WASHINGTON. O.C. 20001 (202) 82M300 



1 

2 

Eiland con c erned a prepetition levy on an 

account receivable vhich belonged to the bankrupt . The 

3 cou r t analogized the le v y to a private creditor ' s 

4 attachment an:1 gacnishment , and helj that the effect of 

5 the federal taxing statutes vas to create a statutory 

8 attachment and gacnishment r esulting in a " virt ual 

7 t ra ns f er " to the gover nmen t of the right to receive 

8 payment of the debt . Clearly , the court vould have held 

9 t he same vay fo r ! private att aching creditor. 

10 United States versus Sullivan concer ne d a 

11 prepetition levy on t vo insurance companies to obtain 

12 the benefits under the policies of a living tax 

13 d elinquent policyholder . Although the court on the 

14 

15 

18 

17 

18 

19 

20 

21 

22 

23 

authority of Eiland states that a validly invoked 

seizure is "tantamount to a transfer of o wnership ," and 

t hose words have been car ried on in the subsequen t 

decisions iealing with this issue under the Ban kruptcy 

Code , the court goes on in Sulli van to hold 

just the 

It held that by the mere act of levying , t he 

government was not entitled to have the insurance 

policies cancelled for their cash values, as the levy 

did not dress the government with all of the rights of 

24 the policyholdec . In the court stated, "But 

25 implicit in the statute, the Internal Revenue Code, is 
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the principle that the Commissioner acts pursuant to the 

2 collection process in the cap1city of lienor as 

3 distin9uishe d from ovner . Moreover, oovhere in the code 

4 is there a provision 9rantin9 to the Commissioner po ver 

5 over property interests of delinquents comparable to 

8 that 9i ven the trustee in bankruptcy." 

7 The last case that is left is Phelps , and we 

a have already discussed that to some extent . Most 

9 si9nificantly, and the only thin9 I vould like to 

10 comment on Phelps to t he Court at this time , is that it 

11 is difficult for me to understand the 9overnment's 

12 overreliance on Phelps when one consijers that the 

13 holdin9 most likely vould have been the same , in favor 

14 of a secured creditor vho had taken steps to recover the 

15 funds at issue from the assi9nee for benefit of 

16 creditors had the fonds been the proceeds of the sale of 

17 assets, subject to the creditor ' s security interest , 

16 rather than proceeds of the sale of assets subject to 

19 t he 9overnment ' s unfiled tax lien . 

20 Ce r tainly that wou ld have been t he 

21 case if the non-tax secured c reditor had seized physical 

22 assets and were holding them pursuant1to a lien . 

23 MR. RELill : Yes . Exactly. And the rationale 

in Phelps is identical . Although the lan9ua9e may 

25 appear some what overbroad taken out of context, in 
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context, it makes absolute good sense . 

2 All in all , then , it is our opinion that prior 

3 decisional lav did not establish a rule that property 

4 seized by prepetitioned tax levy was never subject to 

5 post -bankruptcy turnover . Rather , the cases simply held 

8 

7 

8 

II 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

that the government did not have to turn o ver seized 

a sse ts in circumstances vhere a private creditor 

e xe r cising equivalent lien rights vould not have had to 

do so . 

The true intent of Congress with respect to 

the t reatment of the Internal Re venue Service as a 

creditor under the Bankruptcy Code can best be seen by 

t he provisions of Sect ion 106(c)(1), vhich in vai ving 

t he government ' s ;ov ereign immunity makes it clear that 

any provision of the Code applicable to an entity such 

as Section 5 42(a) , which specifically appl ies to 

entities , applies to "governmental units . " 

As the !RS is by far the fede r al governmental 

unit most f r eQu2ntly involved in bankruptcy cases, it is 

clear that Congress intended the IRS to be included in 

Section 542(a) turnovers , not excluded , as the 

government here suggests . 

In conclusion, ve vould respectfully submit 

that a statute ;hould be construed so as to achieve its 

purpose , that a reform act, such as the Bankruptcy 
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1 Refor• Act of 1978, should be per•itted wherever 

2 possible si•Plify and •odernize the la w of bankruptcy 

3 in conformity with the la w in the field, and 

4 thst effa=t shoul1 be 9iven to the svowed intent of the 

5 le9islative sponsors to enact le9islation that 

8 " encoura9es business reor9anizations by a streamlined 

7 new commer=ial reor9anization chapter that will protect 

8 the investin9 public, protect jobs , and help save 

9 troubled businessas ." 

10 We believe that the position taken by the 

11 9overn•ent in this case is re9ressive and in conflict 

12 vith the intent of Con9ress in enactin9 the Bankruptcy 

13 Code. We respectfully submit that a decision in this 

14 =ase in f3vor of the will thwart the 

15 independent functionin9 of the bankruptcy system in 

18 reor9anization cases by constitutin9 the IRS a censor of 

17 prospective Chaptar 11 cases in which it be 

18 involved as a creditor, wi th the power to virtually veto 

19 by lSSats before petitions can be 

20 filed . It will eocoura9e the IRS to seize first and 

21 ne9otiate later. Bankruptcy Courts will be powerless to 

22 preserve the assets of debtors under their jurisidction 

23 aqainct forced liquidation e ven if the value of the 

24 assets at fiir mlrket exceeds the t1x many times 

25 over. Such a result, we believe, could not have been 
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1 intended by Conqress . lie trust it vill not be per•itted 

2 by this Court . Thank you . 

3 CHIEF JUSTICE BURGER : Do you have anythinQ 

• further, Kc .. Smi th? 

8 ORAL ARGUK EHT OF STUART A. ESQ., 

8 JN BEHALF Of - REBUTTAL 

7 "R · S !!ITH: Yes, I do . I think that the 

a scheme of the lav that Respondent has descr ibed and the 

9 Court of Appeals has held vas simply not enacted by 

10 Conqress v hen i t =oiified the Bankruptcy Co:ie in 1978. 

11 Our critical point here is that this property va s not 

12 property of the estate . 

13 5ection 5 41 , the precise vords that Conqress 

14 used, talked about all leqal or eouitable interests of 

15 tha debtor in property as of the co1111ence11en t of the 

18 case . The leQislative history is absolutely clear that 

17 the sponsors determine that this provision vas not to 

18 expand the debtor ' s riqhts in property as :)f the 

19 commencement of the c:ase . 

20 The before the Court is, vhat vere 

21 the debtor "s rights in this property of the 

22 con•encenent of the case . To that -- property riqhts 

23 

24 

28 

are not defined un1er the Bankrupt=y Code , but are 

defined either under state la v or in this case under the 

Internal to that, I submit , the Court 

ua 
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1 mu3t refer to Sa=tion 6331(a) , et cetera , the levy 

2 provisions, and it is absolutely clear that under those 

3 si tuations tha :labtor -- under that situation the debto r 

4 had very limited ri9hts under this to this property, 

5 He could receive notice of seizur e . He could 

8 receive surplus property , et =etera , et cetera . He 

7 could not use, sell, or lease this property within t he 

8 •e'lnin9 of Se::tion 363 (b) of the Ban kruptcy Code . There 

9 his ri9ht, simply , to 9et the propert y back, he had 

10 to pay t he tax, and if he didn ' t do t ha t, the IRS , 

11 v ithout any further ado , v ithout resort to any ju:liCi'll 

12 pr::>ceedin9, could sell the property . The fact that this 

13 11ay thwart the rehabilitation of tha :hbtor is a sorry 

14 circumstance in this case , but it proceeds on the basis 

15 of the explicit statutory word s enacted by Conqress in 

18 tha le9islative history . 

17 What the Court of Appeals has done here is to 

18 prescribe 1 rule th'l t w3s neither e nacted by Conqress 

19 wit h respect to secured creditors but at all events 

20 hardly enacted wi th respect to the Internal Revenue 

21 Ser vice 's statutory collection authority . 

22 CH I £f JUSTIC£ Thank you, 9entlemen. 

23 The case ii submitted . 

(Whereupon, at 2:11 o ' clock p .m., the case in 

25 the above-entitled matter was 
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