I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: I n Proceedi ngs

Under Chapter 7

ARI E ENTERPRI SES, | NC.,
No. BK 87-50572

N N N N N N

Debt or (s),

VEMORANDUM AND ORDER

Arie Enterprises, Inc. (Arie) constructed a restaurant in
Collinsville, Illinois, known as the Su Casa Mexican Restaurant and
Cantina. The restaurant was in operation only- a brief period of
time before encountering financial difficulties which resulted in a
voluntary filing pursuant to Chapter 11 of the Bankruptcy Code.! At
the time of the filing, Arie's major creditor was Landmark Bank of
Fai rvi ew Hei ghts. However, Arie also had problenms with the Interna
Revenue Service (IRS).

After the bankruptcy proceedings were instituted, Arie becane a
debtor in possession and continued to operate the business. The
i ndebt edness to the I RS began to nount due to unpaid post-petition
enpl oyment and unenpl oynent taxes. These taxes are comonly referred
to as "trust fund" taxes because the enployer is required to withhold

the taxes from enpl oyees' paychecks and hold themin trust for the

1Su Casa opened for business on August 18, 1987, and filed for
protection under the Bankruptcy Code on Novenber 2, 1987.



gover nment .

Approxi mately eighteen nonths into the bankruptcy proceedi ngs,
the IRS filed a nmotion to dism ss the debtor's case
or to convert the case to a liquidation proceeding. The notion
al l eged that the debtor had incurred post-petition trust fund taxes
in excess of $146,000. At the June 8, 1989 hearing on the IRS
notion, the debtor conceded that there were unpaid post petition
trust fund taxes. However, the debtor enphasized that all taxes
accruing since March 17, 1989, had been paid. The Court denied the
RS notion at that time but stated that if the tax paynments were not
kept current, the Court would have no choice but to grant relief to
t he I RS.

The IRS filed a notion for reconsideration. At the hearing on
the Motion for Reconsideration the total anount of postpetition taxes
due were shown to be approxi mately $229, 000 consisting of $184, 000 of
pure tax plus an additional $40,000 to $45,000 of interest and
penalties. Again, the debtor argued that all taxes due since March
17, 1989 were current. The Court stated that the I RS was not being

damaged any further since current paynents were being made, but again

cautioned the debtor that current taxes nust continue to be paid.
On January 4, 1990, Landmark Bank filed an emergency notion to

convert and after a hearing and pursuant to section 1112(b) of the



Bankruptcy Code, the case was converted to a chapter 7 proceeding.?
On May 7, 1990, the debtor filed a notion to allocate tax

paynments seeking to allocate $167,805.01 of previously paid taxes
and any future paynents toward trust fund taxes. The $167, 805. 01

represents the total ampunt of taxes paid to the IRS from January
1987 t hrough Decenber 1989. The debtor does not allege to have

desi gnated, at the time of paynent, how the funds were to be applied.
The significance of this notion is that when trust fund taxes are not
paid, the Internal Revenue Code provides a 100% penalty agai nst the

i ndi vidual "responsible" for the nonpaynent.3

In the present case, this individual is WlliamDillow, chief

executive officer and principal stockholder of Arie Enterprises.

°The reasons for the notion and subsequent conversion are not
relevant to the issues before the court.

3Sec. 6672. Failure to collect and pay over tax, or attenpt to
evade or defeat tax.

(a) General rule.

Any person required to collect, truthfully
account for, and pay over any tax inposed by
this title who willfully fails to collect such
tax, or truthfully account for and pay over
such tax, or willfully attenpts in any nmanner
to evade or defeat any such tax or the paynent
thereof, shall, in addition to other penalties
provided by |aw, be liable to a penalty equal
to the total amobunt of the tax evaded, or not
col l ected, or not accounted for and paid over.
No penalty shall be inposed under section 6653
for any offense to which this section is
applicable. 26 U S.C. 86672 (a) (1986).



Thus, what is truly at stake is WlliamDillow s personal liability
for unpaid trust fund taxes. The issue before the Court is whether
Arie Enterprises may now all ocate tax paynments toward the trust fund
liability.

"When a taxpayer makes voluntary paynents to the I RS, he has a
right to direct the application of [those] paynments to whatever type

of liability he chooses.” Muntwyler v. United States, 703 F.2d 1030,

1032 (7th Cir. 1983) (citing ODell v. United States, 326 F.2d 451

456 (10th Cir. 1964)). "If the taxpayer nmkes a voluntary paynent
wi thout directing the application of the funds, the IRS may make
what ever allocation it chooses."” Mintwler, 703 F.2d at 1032 (citing

Liddon v. United States, 448 F.2d 509, 513 (5th Cir. 1971), cert.

deni ed, 406 U.S. 918 (1972)). See also Hirsch v. United States, 396

F. Supp. 170 (S.D. Chio 1975) (directive to IRS to apply current
paynment and prior paynents to trust fund liability was not binding on

IRS in regard to prior paynents); Schoen v. United States, 582

F. Supp. 47 (N.D. Ill. 1984), vacated on other grounds, 759 F.2d 614
(7th Cir. 1985) (attenpt to designate application of tax paynment was
not tinely where designati on was made seven days after paynent).
However, "when a paynment is involuntary, IRS policy is to allocate
the paynment as it sees fit." Muntwler, 703 F.2d at 1032, (citing

| RS Policy Statenent P-5-60).

Courts have reached different conclusions regardi ng what



constitutes a voluntary paynment. The Seventh Circuit |ooked to the
tax court in distinguishing between voluntary and involuntary
payments. "An involuntary paynment of Federal taxes means any paynent
received by agents of the United States as a result of distraint or
levy or froma |legal proceeding in which the Governnent is seeking to
collect its delinquent taxes or file a claimtherefor.” Mintwler,

703 F.2d at 1032; Matter of Avildsen Tools & Machine, Inc., 794 F.2d

1248, 1251 (7th Cir. 1986) (both citing Anbs v. Conm ssioner, 47 T.C.

65, 69 (1966)). This circuit has enphasi zed the presence of court
action or admnistrative action in determ ning the voluntariness of a

paynment. See Muntwyler, 703 F.2d at 1033; Matter of Avildsen Tools &

Machine, Inc., 794 F.2d at 1252. 1In the present case, at both the

hearing on the IRS notion to disn ss or convert and again at the
hearing on the notion for reconsideration, the Court ordered the
debtor to keep current on post-petition taxes or have the bankruptcy
di sm ssed or converted to a liquidation proceeding. The Court

enphasi zed the gravity of the situation by repeatedly adnonishing the
debtor that he "was hanging by a thread."” Thus, there has been
sufficient court action to render the paynents nade after the June 8,
1989 hearing involuntary. However, assum ng arguendo that the
paynents were voluntary, the debtor still would not be entitled to

al l ocate the funds because of its failure to direct the application

of the paynents. The debtor nust direct the application of the funds



at the time of paynent. It is clear that a notion nade three years
after the initial paynent is not a tinely directive.

The debtor argued that the Bankruptcy Court has the authority to
order the IRS to apply involuntary as well as voluntary paynents to
trust fund liability. The debtor relied upon the recent Suprene

Court decision of United States v. Energy Resources, 110 S.Ct. 2139

(May 29, 1990). While the Supreme Court held that a Bankruptcy Court
had the authority to order the IRS to apply an involuntary paynent to
trust fund taxes, the ruling was narrow and all owed such action where
"necessary for the success of a reorganization plan." EnerQgy
Resources, 110 S.Ct. at 2139. 1In the present case, a Chapter 11 plan
was never confirmed and the debtor was subsequently converted to

Chapter 7. Thus, Energy Resources has no application in this case.

The debtor further argued that the paynments should be allocated
to the trust fund liability to give the debtor the benefit of a
"fresh start”. The flawin this argunment is that if the paynents are
not allocated the liability will rest with M. Dillow* M. Dillow
is not the debtor in this proceeding and only the debtor is entitled
to a fresh start pursuant to the Bankruptcy Code.

I T 1S ORDERED that Arie Enterprises, Inc.'s Mdtion to Allocate

4Pursuant to 86672, a 100% penalty may be assessed agai nst M.

Dillow as the "responsi ble" individual. However, any paynent Arie
Enterprises makes toward the trust fund liability will reduce M.
Dillow s personal liability.



Tax Paynments is DENIED.

/ s/ Kenneth J. Mevers
U. S. BANKRUPTCY JUDGE

ENTERED: _July 20, 1990

The debtor may renew its notion at the appropriate tine
regardi ng any future paynent.



