
THE ORANGE COUNTY BANKRUPTCY FORUM

presents its June 29, 2017 "Brown Bag"* Program: 

DEBTORS, LOOK BEFORE YOU LEAP!
SECTION 724 DECODED; A PRIMER FOR 
CHAPTER 7 TRUSTEES AND ATTORNEYS

This program will address a powerful and dangerous provision of the

Bankruptcy Code which authorizes both avoidance as well as subordination of tax

liens. Every Chapter 7 Trustee or attorney representing Chapter 7 debtors must be

familiar with this section. The panelists will provide an overview of 11 U.S.C. 724,

and will also provide factual scenarios and cases bearing upon this important

section. 

Panelists: 

Jolene Tanner, U.S. Attorney’s Office

David Wood, Marshack Hays LLP

Sean A. O’Keefe, O’Keefe & Associates Law Corporation

Donald W. Sieveke, Moderator

Date: June 29, 2017

Time:   12:00 p.m. sharp until 1:00. Be sure to allow extra time for parking 

Place: United States Courthouse, Santa Ana, CA Pro Bono Room (2nd floor) 

*Despite its name "Brown Bag", no food or beverages will be allowed in the Meeting Room.
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Material prepared by David Wood, Esq. 
 
 
In re Bolden, 327 B.R. 657 (Bankr. C.D. Cal. 2005): The Chapter 7 trustee listed the debtor’s 
residence for sale. The debtor had claimed a $50,000 homestead exemption. The residence was 
subject to eight (8) total liens by the IRS totaling approximately $1.3 million, among other 
encumbrances held by the California EDD . The debtor did not cooperate with the Trustee, and 
the debtor filed a motion to abandon. The Court denied the motion to abandon holding that the 
residence could confer a substantial benefit to the bankruptcy estate, as the Trustee could avoid 
and preserve the tax penalties and interest on the tax penalties pursuant to the interplay of 11 
U.S.C. §§ 724(a), 726(a)(4), and 551. The court held that such a sale would allow the estate to 
pay administrative claimants and unsecured priority claimants under 11 U.S.C. § 507(a)(8), thus 
“Unsecured, as well as secured creditors would receive payment from the proceeds of the sale.” 
As to the homestead, the Court found that under 11 U.S.C. § 522(c)(2), exempt property: “. . . 
remains liable for debts secured by a lien that is not avoided or for which a notice of such things 
as a federal tax lien has been filed. . . . a ‘[state] homestead exemption does not erect a barrier 
around a taxpayer’s home sturdy enough to keep out the Commissioner of Internal Revenue.” 
Id., at 663 citing United States v. Estes, 450 F.2d 62, 65 (5th Cir. 1971).  
 
In re Laredo, 334 B.R. 401 (Bankr. N.D. Ill. 2005): The Chapter 7 trustee commenced an 
adversary to determine the priority of liens to disburse the proceeds of the sale of the debtor’s 
residence. The residence was subject to two (2) mortgage liens, an IRS tax lien in the amount of 
$114,843, and an IRS unsecured priority claim. The Trustee argued, and the court agreed that 
debtor’s homestead exemption could not be paid until the IRS tax lien was satisfied in full. The 
court held that by virtue of 11 U.S.C. § 522(c)(2)(B), a properly noticed tax lien is superior to a 
state created homestead exemption. Id., 410-411. The Court then turned to 11 U.S.C. § 724(b), 
which provides that a tax lien is subordinated up to the amount of the lien, to the rights of  11 
U.S.C. § 507(a)(1)-(a)(7). Essentially, the court held “. . . the existence of the IRS lien rendered 
the Property beneficial to the estate and not susceptible to abandonment, notwithstanding a lack 
of equity in the Property, because the provisions of § 724(b) can be invoked to satisfy 
administrative expenses.” Id., at 415.  
 
In re Fearing, 2008 WL 4690967 *1 (Bankr. C.D. Cal. Oct. 21, 2008). In Fearing, the District 
Court affirmed the Bankruptcy Court’s holding that the debtors were not entitled to any proceeds 
from the settlement of certain litigation, which the debtors claimed as exempt that was subject to 
a tax lien. Notably, the Bankruptcy Court in Fearing adopted the rationale of In re Bolden, and 
In re Laredo in determining the 11 U.S.C. § 522(c)(2)(B) issue. The District Court affirmed and 
found that the Bankruptcy “correctly and without error applied the law and reached the 
conclusion” that the confluence of 11 U.S.C. §§ 724(b) & 522(c)(2)(B) mandates a finding that 
“whether or not the secured tax claims are paid first or the administrative expenses are paid first, 
there is nothing remaining to which the [Debtors] are entitled.” Id., *3-4.  
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Congressional Intent in enacting 11 U.S.C. 724(b): Courts have explained that “. . . the legislative history 
indicate that Congress made a policy decision to favor the claims of wage earners, the costs of 
administration of the estate, and other priority claims over tax liens.” In re Bino’s, 182 B.R. 784, 787-790 
(Bankr. N.D. Ill. 1995) (citing H.R. Rep. No. 686, 89th Cong., 1st Sess. (1965), U.S. Code & Admin. News 
at 2442, 2462). Such 

Congressional intent is instructive as courts around the nation have held that “so long as the amount of the 
avoided tax lien exceeds the administrative costs of carrying and disposing of the property, the property 
has value to the estate and the trustee is justified in selling the property and avoiding the tax lien.” 6-724 
Collier on Bankruptcy P 724.03 (16th 2016) (citing In re K.C. Machine & Tool Co., 816 F.2d 238 (6th 
Cir. 1987) (“[a]dministration promises a benefit in this case by virtue of § 724(b)”); In re Riker Indus., 
Inc., 122 B.R. 964 (Bankr. N.D. Ohio 1990); In re Quality Health Care, 215 B.R. 543 (Bankr. N.D. Ind. 
1997); see also Wurst v. City of New York (In re Packard Properties, Inc.), 112 B.R 154, 158-59 (Bank. 
N.D. Tex.) (holding that “[t]ax liens were chosen by Congress as ameans to pay administrative expenses. . 
. with a tax lien on it, § 724(b) provides for taxing authorities to bear the cost to some extent.”). 
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Material prepared by Sean A. O’Keefe, Esq. 
 
In re Quezada, 368 B.R. 44, 49–50 (Bankr. S.D. Fla. 2007). The issue presented in Quezada was 
whether a Chapter 7 trustee was empowered to “administer” and sell the debtor’s otherwise 
exempt home to pay an outstanding domestic support obligation (“DSO”). The trustee contended 
that 11 U.S.C. § 522(c)(1)), which states that exempt assets are subject to DSO claims (entitled 
to a first priority under 11 U.S.C. § 507(a)(1), authorized the sale of the exempt property. The 
trustee contended that the operation of 11 U.S.C. § 724(b) also provided analogous support for 
administration and sale of the home.  The court rejected this argument holding that these 
provisions did not overcome the statutory roadblock of § 704(a)(1), which only authorizes a 
trustee to sell “property of the estate”.   
 
In re Covington, 368 B.R. 38, 41 (Bankr. E.D. Cal. 2006). In Covington, a Chapter 7 debtor who 
owed a domestic support obligation (“DSO”) attempted to exempt $1,000 in a bank account and 
his automobile. The Chapter 7 trustee objected contending that the exemptions should be 
disallowed citing 11 U.S.C. § 522(c)(1), which states that exempt property is subject to DSO 
claims. The court rejected the trustee’s objection, holding that although Section 522(c)(1) 
provided a claimant holding such a claim recourse against exempt property, it did not provide for 
the disallowance of the exemption. In support of this ruling, the Covington court noted that 
although tax claims have had recourse to exempt assets since at least 1979, the trustee could cite 
no authority for the proposition that the exempt property could be sold by the trustee to pay tax 
claims. 
 
In re KVN Corp., Inc., 514 B.R. 1, 9 (B.A.P. 9th Cir. 2014). In KVN, a trustee sought to sell an 
over-encumbered property pursuant to a stipulation with the secured creditor. This stipulation 
provided for a carveout that would allow the estate and the creditor to share the proceeds of the 
sale. In the motion seeking approval of this relief, the trustee contended that the sale was 
expected to generate $5,000 in proceeds for the estate. The bankruptcy court denied this motion, 
citing In re Covington, 368 B.R. 38, 41 (Bankr. E.D. Cal. 2006) and other cases that stand for the 
proposition that over-encumbered property generally should be abandoned, not administered. 
The BAP reversed and remanded this ruling. Although the BAP agreed that over-encumbered 
property should generally be abandoned, it remanded the case back to the bankruptcy court. The 
sole issue on remand was whether the $5,000 recovery to the estate was sufficient grounds to 
justify variance from the general rule.  
 
In re Christensen, 561 B.R. 195 (Bankr. D. Utah 2016). In Christensen, the court’s ruled on two 
companion cases with similar facts. In both cases, the Chapter 7 trustee attempted to sell two 
homes that were over-encumbered. Each home was subject to a first mortgage and one or more 
junior tax liens that exceeded the properties’ fair market value as of the petition date (later it 
came to light that there was a nominal amount of equity above the liens). Notwithstanding the 
lack of value, the Chapter 7 trustee attempted to sell the properties pursuant to a stipulation with 
the IRS that purported to convey upon the Trustee a “carveout” from the IRS’s secured position 
upon sale.  
 
Although each of the debtor’s in Christensen claimed a homestead, which constitutes an interest 
in property under Utah law, the trustee objected to these exemptions based upon the contention 
that no exemption exists absent equity. In reliance upon these objections, the trustee attempted to 
sell the homes free and clear of the exemptions pursuant to 11 U.S.C. § 363(f). The sales 
ultimately did not proceed because debtors converted their cases to Chapter 13.  
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The issue in contest in the Christensen opinion was whether the trustee and his law firm were 
entitled to be compensated for their attempt to sell the homes. The court concluded they were 
not. In so ruling, the Christensen court noted the general rule that over-encumbered assets should 
be abandoned, and it rejected the trustee’s contention that he could achieve an end run around 
this rule by entering into a stipulation with the IRS that provided for a carveout.  
 
The key point made by the Christensen court that is relevant to today’s presentation is the 
following: 
 

There is no provision in § 724 that enables the sale of “property in which the 
estate has an interest”—it only dictates how the property or the proceeds of such 
property are to be distributed. If the Trustee is not permitted to sell the Properties 
under § 363, there can be no proceeds and § 724 has no application. Even if the 
sale were permitted, nothing in § 724 permits the distribution priority the Trustee 
seeks. 
 

561 B.R. 195, 213. In essence, the court ruled that if the predicates for the sale of a property 
under 11 U.S.C. § 363(f) are not extant, then you should never reach the Section 724(b) issue. In 
Christensen, the court held that the trustee’s attempt to sell the homes under the “bona fide” 
dispute prong in Section 363(f)(4) was not available, since no bona fide dispute existed as to the 
debtors’ entitlement to the claimed homestead exemptions. Relief under section 363(f)(3) or 
(f)(5) was unavailable since the trustee did not propose to pay the exemptions in full. 
Accordingly, section 724(b) never came into the legal equation. 
 
As to whether Section 724(b) can be used to prime exemption, the Christensen court stated: 
 

Although § 724 does provide for subordination of tax liens to pay administrative 
expenses, this Court concludes that § 724 does not take precedence over the 
Debtors' exemptions and § 724 does not conflict with the Code's fresh start policy 
because properly exempted property is not subject to the provisions of § 724. 
Noticeably absent in § 724 is any provision regarding distribution or treatment of 
exempt property. By its own terms, § 724 is only applicable to property in which 
the estate has an interest and that is subject to a tax lien. Because a debtor may 
exempt the legal interest in fully-encumbered property,84 if the secured interests 
and the value of the debtor's exemption exceed the value of the property, the 
estate has no equitable or legal interest in such properly exempted property.  
  
Section 724(b) has no application to property that is fully encumbered and 
properly exempted. 
 

561 B.R. 195, 213. In essence, the court ruled that if no equity exists after the payment of 
secured claims and valid exemptions, the estate has no interest in the property and therefore 
Section 724 does not apply. 
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