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

EVA H. ROYSE,
No. BK 84-30179

Debt or (s) .
JOHN L. PETERSON,
Trust ee,
Plaintiff(s),
V. ADVERSARY NO.

88- 0033
UNI TED STATES OF AMERI CA)
acting through the Internal
Revenue Service, et al.,

N N N’ N’ N N N N N N N N N’ N’ N

Def endant (' s).
MEMORANDUM AND ORDER

I n March 1984 debt or, Eva Royse, fil ed a bankruptcy petition under
Chapter 11 of the Bankruptcy Code, and t he case was | ater convertedto
a Chapter 7 liquidation proceeding. On Schedul e B-4 of her petition,
debt or cl ai med an exenptioninthe amount of $7,500 i n certainreal
property used as debtor's resi dence. No objections werefiledasto
t hi s exenption. Having sold debtor's residence, thetrustee has fil ed
amtiontonmarshall liensinorder todistributethe sal e proceeds
fromthis and other real estate owned by debtor.

In his nmotion, the trustee proposes to pay sal e proceeds renai ni ng
after paynent of adm nistrative expenses, first, to debtor inthe
anount of $7, 500 f or her honest ead exenpti on and, second, to the United
States in the amount of $198, 148. 38 for unpai d tax obligations of

debt or. These tax liabilities include



$239, 763. 78 of so-called "trust fund" taxes i nposed pursuant to 26
U. S.C. 86672 and $938, 571. 00 of i ncone tax deficiencies for the years
1980 t hrough 1982. The United States objectstothe trustee's proposed
di stributionto debtor under the honestead exenption, asserting that
the tax debts in issue take priority over the claimed honmestead
exenpti on.

I n response, debtor asserts that since no objectionwas filedto
her homest ead exenption, the exenption is allowed and cannot be
attacked at thistime by the United States' objectiontothe notionto
marshal | |iens. Debtor observes that under the local rules ineffect
onthe date debtor's petitionwas filed, objectionstoadebtor's claim

of exenption were to be filed within 15 days after the 8341(a)

creditor's nmeeting. See also Bankr. Rule 4003(b): objectionsto
cl ai med exenptions to be filed w thin 30 days of creditors neeting. In
t he absence of such an obj ection by the United States or any party,
debt or contends that she is entitled to paynent of her honestead
exenption as proposed in the trustee's notion.

The right to a honmestead exenption is provided by 11 U. S. C
8§522(d)(1). Section 522(c), however, provides certain exceptionsto a
debtor's exenption rights:

(c) ...[Plroperty exenpted under this sectionis
not |iabl e duringor after the case for any debt
of the debtor that arose...before the
comencenent of the case, except --

(1) a debt of a kind specifiedinsection

523(a)(5) of this title[.]

11 U. S. C. 8522(c) (1) (enphasis added). The tax debts asserted by the



United States in the instant case constitute 8523(a)(1) debts, as
8523(a) (1) includes taxes "requiredto be collected or withhel d' under
8507(a) (7) (C) and incone taxes for which areturnwas duewithinthree
years of the date the bankruptcy petition was filed (see 11 U. S. C
8507(a)(7) (A (i)). These debts thus cone withinthe category of debts
accorded special treatnment under 8522(c) with regard to exenpt
property.

Although Illinois state | awspecifies which assets may be exenpt
and to what extent, federal |aw prescribes the manner in which
exenpti ons may be al | owed and decl ares i n 8522(c) whi ch cl ai ns ar e not

af fected by t he exenptions. 1nre Kaufman, 68 B. R 391 (Bankr. S.D.

N. Y. 1986). Under Rule 4003, which prescribes the procedure for
cl ai m ng exenptions and for filing objectionsto clainmedexenptions,
exenptions not objectedtowithintherequiredtime period are al |l owed.

See I n re Hahn, 60 B. R 69 (Bankr. D. M nn. 1985). Section 522(c),

however, decl ares that exenpted property continuestorenmainliablefor
nondi schar geabl e t axes under 8523(a) (1), as wel|l as nondi schar geabl e
al i rony and support obligations and debts secured by unavoi ded | i ens
and perfectedtax liens (11 U.S.C. 8522(c)(2)). Thus, the protection
af f orded exenpt property is renoved as to these types of debts, even
after the exenpti ons have been properly clained and allowed. Inre

Kauf man; see Inre Ewi ak, 75 B. R 211 (Bankr. WD. Pa. 1987); Inre

Clate, 69 B.R 506 (Bankr. WD. Pa. 1987).
I ntheinstant case, the honestead exenption cl ai med by debt or was
al | owed when no obj ections were filed during the objection period

foll ow ng the creditors neeting. By reason of 8522(c)(1), the al | oned
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exenption remai ned subject tothe paynent of taxes asserted by t he
United States. The United States was not required to object to
debtor’'s cl ai mof exenptioninorder topreservethe priority afforded
by 8522(c) (1) and did not forfeit itsright to paynent of the tax debts
inissue. C&. Matter of Driscoll, 57 B.R 322 (Bankr. WD. Ws. 1986):

failure of IRSto object to debtor's clained exenptions was of no
consequence because exenpt property renmai ned subject totax |ien under
Code and no secti on of Bankruptcy Code required obj ection under these
circunstances. The court finds therefore, that the tax debts inissue
are prior to debtor's honestead exenpti on despite the United States'
| ack of objectionto debtor’'s exenption claim andthe Court sustains
the United States' objectiontothetrustee s notionto nmarshall |iens
i nsof ar as the notion purports to pay debtor's honmest ead exenpti on
prior to the tax debts.

A further objectiontothetrustee's notion has been fil ed by
Costell o Leasing & Rental Co., fornmerly All -Car Leasi ng and Rental Co.
(Costell o). Costello asserts that it has a judgnment |ienthat was
per f ect ed agai nst debtor's real estate by recordi ng of a nenorandum of
j udgment on Decenber 9, 1983, andthat thislienis superior tothe
lienof the United States that arose by virtue of atax assessnent
agai nst debtor on Novenber 3, 1987. Costello' s lieninthe anount of
$78, 000 was partially satisfied in Septenber 1986 by paynent of
$35, 000, and Costell o gave a partial release of lien at that tine for
t he honmest ead property occupi ed by debtor. Costello's notion states
t hat t here remai ns due and owi ng a t otal anount of $71, 012. 50, whi ch

i ncl udes principal of $43,000 and statutory interest of $28,012.50.
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The Uni ted States acknow edges that its tax |ien, acquired post-
petition upon assessnent agai nst debtor, was never perfected by filing
and concedes that Costell o' s judgnent lien, if perfected, woul d t ake
priority over itstax lien. The United States asserts, however, that
t he honest ead exenpti on cl ai med by debtor is effective agai nst Costello
under state statute (seelll.Rev.Stat., ch. 110, par. 12-901) and by
reason of Costello's partial release of lien for the honestead
exenption. The United St ates contends, therefore, that the anount
recovered pursuant to Costell o' s judgnent lienislimted by the $7,500
homest ead exenption clai med by debtor.

The Court finds that Costell o' s judgnment |ienwas duly perfected
agai nst debtor's real estate by the recordi ng of a menorandum of
judgnment in the county in which the real estate is | ocated. See
II'l.Rev. Stat., ch. 110, par. 12-101. Costello s lieninthe anmount of
$71,012. 50 t hus cones before the United States' unperfected tax lien,
and Costell o' s objectiontothetrustee' s notionto marshall liensis
sustainedinthis respect. Costello' s judgnent |ien, however, renains
subj ect to debtor's honest ead exenption, while the United St ates has
priority over the homestead exenption by reason of the priority
afforded its tax debts under 8522(c). The United States, therefore, is
entitled to paynent in the anmount of $7,500 before payment of
Costell o's judgment I|ien.

| n accordance with the Court's findings, the proceeds fromthe
sal e of debtor' s real estate should be distributed by the trustee as
foll ows:

Gross proceeds of sale: $222, 500. 00
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Expenses of sale previously

pai d as ordered: 5,457.78
Interi mtrustee's fees: 6, 771.99
Interi mattorney's fees: 4,621. 85
| nternal Revenue Service

priority tax debt: 7,500. 00

Costell o's perfected judgnent lien 71,012.50
| nternal Revenue Service
priority tax debt: 121, 135. 88

I T 1S SO ORDERED

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: January 27, 1989




