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FEDERAL TAXATION

Tax liens and judgment liens. Which have priority
on after-acquired property?
by Joel S. Newman

The United States, by and through the
Internal Revenue Service

V.
Bruce J. McDermott and Betty McDermott,

and Zions First National Bank, N.A.
(Docket No. 91-1229)

Argument Date: December 7, 1992

If you have a judgment against someone, and you want to
be paid, it's a good idea to file the judgment with the court.
In that way, it becomes a lien on that person's property. As a
practical matter, it will be impossible for him or her to sell the
property without paying you off first.

Tax liens work the same way. If you don't pay your taxes,
then the IRS automatically gets a lien on all of your property.

Imagine that a parcel of real estate is worth $100,000, but
there are liens totalling $200,000 against it. Jones has a lien of
$100,000, but so does Smith. In that event, the priority of the
two liens becomes crucial. When the property is sold, the
prior lien will be paid off in full, while the subsequent lien
will get nothing. It is the priority of two liens--one a judg-
ment lien and one a tax lien-that is at issue in this case.

ISSUE
Should a judgment lien of a private creditor that predates

a federal tax lien have priority over the tax lien with respect to
real property interests acquired by the taxpayer after both
liens were filed?

FACTS
In 1981, Bruce and Betty McDermott entered into a con-

tract to sell property they owned in Salt Lake City, Utah. The
McDermotts accepted a note and trust deed on the property to
secure their rights to installment payments on the sale.

In 1987, the Zions First National Bank obtained a judg-
ment against the McDermotts for $67,977, presumably on an
unrelated matter. The judgment was docketed with the court
clerk in Salt Lake County, Utah, on July 6, 1987, and imme-
diately became a valid lien against all of the McDermotts'
real property located in that county.

On September 9, 1987, a Notice of Federal Tax Lien was
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filed with the Salt Lake County Recorder's Office, alleging
an unpaid tax liability of the McDermotts of $103,657. Upon
filing, the tax lien also became a general lien against all of the
McDermotts' real and personal property in that county.

On September 23, 1987, the McDermotts reacquired the
Salt Lake City property through foreclosure.

After reacquiring the property, the McDermotts put it up
for sale a second time. They found a buyer, but the sale could
not be closed while the two liens existed. Accordingly, the
McDermotts negotiated with the bank and the IRS. To allow
the sale to go through, the bank and the IRS agreed to release
their liens against the property, and to go after the net sales
proceeds of $135,575 instead. They agreed that the respective
priorities of the parties to the sales proceeds would be identi-
cal to the priorities they had had against the real estate as of
September 23, 1987.

The parties are now in court to determine what those pri-
orities are.

BACKGROUND AND SIGNIFICANCE
Pursuant to Section 6323(a) of the Internal Revenue

Code, a federal tax lien is not valid against certain other
liens, including judgment liens, until notice of the tax lien
has been properly filed. Therefore, judgment liens which
have been filed before filing of the federal tax lien will have
priority over the tax lien.

The bank's judgment lien was, in fact, filed before the tax
lien. Therefore, the bank's lien should have had priority.
That priority existed clearly as to property owned by the
McDermotts at the time of the lien filings. However, the Salt
Lake City property was not owned by the McDermotts at the
time of the lien filings; it was reacquired later.

Both Utah judgment liens and federal tax liens apply to
after-acquired property. However, caselaw, and I.R.C.
Regulation § 301.6323(h)-l(g), suggests that, for the judg-
ment lien to have priority, the judgment lien must have been
"choate" before the federal tax lien was filed. Both parties
accept this requirement.

To be choate, the lien must be certain and specific as to
(1) the identity of the lienholder, (2) the amount of the lien,
and (3) the property to which it applies. There is no question
about the lienholder or the amount of the lien in this case.
The question is whether the description of the property to
which the lien applies can be sufficiently specific when the
property was not even owned by the judgment debtor at the
time the lien was filed. The bank argues that it can be; the
government argues that it cannot.
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If the bank is right, then its lien was filed, and choate,
first. By the time-honored principle of first in time, first in
right, its lien should be prior. The IRS must get in line with
other creditors, and this time it will lose.

On the other hand, if the government is right, then the
bank's lien could not have become choate until the property
was reacquired in the foreclosure. If that is so, then the feder-
al tax lien and the judgment lien became choate at the same
instant. Therefore, the judgment lien was not perfected
before the tax lien, and cannot have priority. If the judgment
lien does not gain priority pursuant to I.R.C. § 6323, then the
tax lien has priority.

Alternatively, there is one case which could be read to
allow the two lienors to share priority when their liens attach
simultaneously. Each side has a different interpretation of the
recent case of United States v. Vermont, 377 U.S. 351
(1964). This case held that a state tax lien which applies to
"all" the debtor's property is sufficiently specific. The bank,
and the court of appeals below, read this case to hold that a
lien that applies to all after-acquired property is sufficiently
specific to satisfy the choateness doctrine. The government
argues that the Vermont case has no application whatsoever
to after-acquired property.

The government might have another argument. Utah
judgment liens attach only to real property. As a matter of
Utah law, the seller's interest in a land-sale contract is per-
sonalty, not realty. Therefore, on July 6, 1987, when the bank
filed its judgment lien, there was no real estate against which
the lien could attach.

Federal tax liens, however, attach to both real and person-
al property. On September 7, 1987, when the federal tax lien
was created, it did attach against the McDermotts' interest in
the land sale contract. Accordingly, the federal tax lien
attached to something, first.

However, the escrow agreement signed by the parties
recited that their priorities would be governed by their rights
in the "real property." Arguably, in signing the inartfully

drafted escrow agreement, the government gave up the claim
that its rights to the personal property attached earlier.

Financial troubles come in bunches. There are thousands
of cases in which both federal tax liens and some other form
of lien are filed against the same debtors, and against the
same property. This case will have some impact on all of
those cases.

The Supreme Court's opinion also should tell us more
about the meaning of choateness. It will have ramifications
on the policy of discouraging secret liens, and on the princi-
ple of first in time, first in right, meant to encourage dili-
gence in the filing of liens. Tax liens are, in many senses,
superior to other liens. The question is whether or not they
are superior in a case like this one.

ARGUMENTS
For the United States (Counsel of Record, Kenneth W. Starr,
Solicitor General, Department of Justice, Washington, DC
20530; telephone (202) 514-2217):

1. Federal tax liens have priority over prior-filed judgment
liens with respect to property acquired by the taxpayer
after notice of the tax lien is filed, because the judgment
lien cannot be choate as to such after-acquired property.

2. The case of United States v. Vermont does not alter the
general rule.

3. The property at issue in this case was not acquired by the
taxpayer until after notice of the federal tax lien was
filed.

For Zions First National Bank, NA. (Counsel of Record, T.
Richard Davis; Callister, Duncan & Nebeker, 800 Kennecott
Building, Salt Lake City, UT 84133; telephone (801) 530-
7361):
1. Zions' judgment lien became choate prior to the subse-

quently filed federal tax lien.
2. Having obtained choate status first, Zions' judgment lien

is entitled to priority on the after-acquired property.
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HeinOnline -- 1992-1993 Preview U.S. Sup. Ct. Cas. 122 1992-1993


