





















































authority, the state law must give way to the requirements of
federal equity. In Holmberg v. Armbrecht, 327 U.S. 392, 397
(1946), the Supreme Court held that the doctrine of equitable
tolling (whereby a statute of limitations is tolled until the
plaintiff could reasonably discover the right of action concealed
by defendant's fraud) is read into every federal statute,
including those in which state statutes of limitation would
otherwise gévern. "It would be too incongruous to confine a
federal right within the bare terms of a State statute of
limitation unrelieved by the settled federal equitable doctrine
as to fraud * * - IQ.Q This Court has further expanded on the
Holmberg doctrine to find that "the selection of a limitations
period is an exercise of the court's discretionary power to
fashion appropriate measilres to carry out the intent of the
federal legislation.". Robinson v. Pan Amerjcan World Airways,
Inc., 777 F.2d 84, 86 (2d Cir. 1985), cited in Assoc. Brick Mason
ggn;;gg;g;gL_Igg.Av. Harrington, 820 F.2d 31, 37 (2d Cir. 1987).

It is likewise incongruous to confine the federal
constructive trust doctrine within technical state-defined
prerequisites for constructive trusts, inconsistent with settled

federal equitable doctrines.? The power of a federal court to

8 The equitable tolling of statutes of limitation doctrine
is applied to actions brought under the federal securities laws.
See Morgan v. Koch, 419 F.2d 993, 996-97 (7th Cir. 1969); Sperry
v. Barggren, 523 F.2d 708, 710-11 (7th Cir. 1975).

9 Ever since the First Judiciary Act, 1 Stat. 73, federal
district courts have been given cognizance of suits "in equity,"
which "constitute that body of remedies, procedures, and
practices which had been evolved in the English Court of
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decree that property obtained through fraud or deception should
be restored to its rightful owner cannot be undermined by the
forum state's law.l0 Such a result would severely undercut the
ability of federal agencies, such as the SEC and FTC, to achieve
effective, consistent, and nationwide enforcement of statutes
designed to protect consumers throughout the country. As the
Supreme Court stated in Holmbergqg:
We have thé duty of federal courts, sitting as national
courts throughout the country, to apply their own principles
in enforcing an equitable right created by Congress. When
Congress leaves to the federal courts the formulation of
remedial details, it can hardly expect them to break with
historic principles of equity in the enforcement of
federally-created equitable rights. 327 U.S. at 395.
Because the instant case involves equitable remedies created

pursuant to a federal statute, the doctrine of constructive

trust should be flexible and not confined by a rigid reading of

Chancery, subject, of course, to modifications by Congress.
Sprague v. Ticonic Natjonal Bank, 307 U.S. 161, 164-65 (1939)
Thus, for example, although some states may require a breach of
fiduciary duty as a prerequisite for the imposition of a
constructive trust, this was not the case in early English
Chancery practice and need not be the case in federal equity
practice. 1 Pomeroy, Equity Jurisprudence (4th ed.) § 155.

10 as the Supreme Court stated in Burks v. Lasker, 441 U.S.
471, 479 (1979), "although a state statute cannot be considered
inconsistent with federal law merely because the statute causes
the plaintiff to lose litigation, federal courts must be ever
vigilant to insure that application of state law poses no
significant threat to any identifiable federal policy or
interest." (citations omitted.) ( The Court held that in suits
alleging violations of the Investment Company Act (ICA) and the
Investment Advisors Act (IAA), federal courts should apply state
law in determining authority of directors to discontinue
derivative suits to the extent such law is consistent with the
policies of the ICA and IAA.)
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the elements of constructive trusts under state law.ll 1In
Marcos, 806 F.2d at 356, this Circuit stated that the state law
of constructive trust can be adopted by the federal court only
"where adoption of state law does not conflict with federal
policy." The clear implication is that state law must yield
where it conflicts with overriding federal enforcement needs.
Federal courts have followed this reasoning in deviating from
state constructive trust doctrines when their application would
conflict with the underlying equities of the federal bankruptcy
statutesl? and the Securities Investor Protection Act ("SIPA").13
"An appeal to the equity jurisdiction conferred on federal

district courts is an appeal to the sound discretion which guides

11 see Niagara Mohawk Power v. Ba t lba
791 F.2d 242, 245 (2d Cir. 1986) (theory of unjust enrichment
was dependent on federal common law because the equitable rights
were generated by HUD's activities pursuant to federal statutes
and, therefore, the district court erred in applying the
heightened New York standard for piercing the corporate veil).

12 In re North American Coin & Currency, Ltd., 767 F.2d
1573, 1575 (9th Cir. 1985) (cites omitted) (state constructive
trust doctrine not applied, in part, because it would result in
injured customers being treated unequally); In re Teltronics,
Ltd., 649 F.2d 1236, 1240-41 (7th Cir. 1981) (constructive trust
imposed and funds kept out of bankruptcy estate because defrauded
customers treated equally); In re Johnsop, 80 B.R. 791, 799-800
(Bankr. E.D. Va. 1987) (constructive trust imposed and funds kept
out of bankruptcy estate defeating IRS lien because defrauded
investors treated equally).

13 In re Bevill, Bresler & Schulman, Inc., Civ No. 85-2224
(DRD) (D.N.J. Jan. 10, 1989) (available on 1989 U.S. Dist. LEXIS
272) (state law doctrine of constructive trust must give way to
the policy of SIPA because to do otherwise would frustrate its
purpose; citing Chicago Board of Trade v. Johnson, 264 U.S. 1, 10
(1924), for the proposition that under the Supremacy Clause of
the Constitution, inconsistent state laws must give way to a
federal statute).
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the determinations of courts of equity. * * * Flexibility rather
than rigidity has distinguished it." Hecht Co. v. Bowles, 321
U.S. 321, 329 (1944). The lower court correctly found that the
forum state's constructive trust doctrine must be interpreted in
a fashion consistent with federal equity principles. If state
law could not be reconciled with federal policy, it would have to
yield to the federal statutory authority.14
III. A CONSTRUCTIVE TRUST DEFEATS IRS PRIORITY CLAIMS

Under the tax lien provisions of 26 U.S.C. Section 6321, the
IRS can gain priority status by attaching "property" or "rights
to property" belonging to defendants. The IRS reliance on

Aguilino v. United States, 363 U.S. 509, 512 (1960), and its

progeny for the proposition that the question of property

ownershlp is one of state law is LnappOSLte (Br. 24-25). 1In the
context of the proper imposition of a constructive trust, there

is little controversy as to the question of ownership once the

14 1f gtate law must yield, the federal courts need not
fashion a constructive trust doctrine out of whole cloth.
Imposition of a constructive trust generally requires proof of
three elements: (1) a wrongful act; (2) specific property
acquired by the wrongdoer that is traceable to the wrongful
behavior; and (3) an equitable reason why the party holding the
property should not be allowed to keep it. Alsco-Harvard Fraud
Litigation, 523 F. Supp. 790, 806-07 (D.D.C. 1981) (citations
omitted). See Ag_;;ggg_ﬁ_;gé_gg v. Henderson, 120 F.2d 525 (4th
Cir. 1941); In re Independent Clearing House Co., 41 B.R. 985
(Bankr. D. Utah 1984), aff'd in part, rev'd in part sub nom. In

., 62 B.R. 118 (D. Utah 1986). 1In
the instant case, the IRS does not contest that the funds were
obtained by a wrongful act; that the funds should be disgorged to
prevent unjust enrichment; and that all but $ 1.6 million of the
funds can be traced to the wrongful act. If the SEC prevails in
its argument that the $ 1.6 million is also traceable, those
funds can be held in constructive trust as well.
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trust arises.l3 When title to property is bifurcated, so that
the taxpayer owns bare legal title and serves as a trustee for
the benefit of a third party, the taxpayer's interest is
insufficient for a tax lien to attach. Agquilino, 363 U.S. at
513-15. Courts that have addressed the issue of whether the
imposition of a constructive trust defeats IRS priority tax
claims have held that, by definition, once the constructive trust
arises, the taxpayer as a constructive trustee lacks a sufficient

interest in the trust property to permit a tax lien to attach.

See United States v. Fontana, 528 F. Supp. 137, 143 (S.D.N.Y.
1981); Atlas, Inc. v. United States, 459 F. Supp. 1000, 1005 (D.
N.D. 1978); First Natjonal Bank of Cartersville v. Hill, 412 F.
Supp. 422, 426 (N.D. Ga. 1976); Dennis v. United States, 372 F.
Supp. 563, 566 (E.D. Va. 1974).

The critical issue, therefore, is whether the lower coutt
was correct in stating that the equitable title arose in the
injured investors from the time the defendants illegally obtained
the funds. The IRS argues that the taxpayers had equitable title
to the illegally obtained funds until the constructive trust was
decreed by the Court, thereby creating a window of time during

which the tax liens could attach (Br. 15-16; 31-33).

15 Ssee sections I and II of the Argument. The lower court
properly employed its equitable powers to impose a constructive
trust to remedy violations of the federal securities laws.
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In Fontana, 528 F. Supp. at 146, however, the court
addressed this precise issue and held that "New York law holds a
constructive trust to exist from the time of thé>occurrence of
the circumstances giving rise to the duty to surrender the
property in question to another." In finding that a constructive
trust related back to the time of the wrongdoing, the court
interpreted the New York law as incorporating notions of general
equity. The court noted that allowing the IRS to seize property
that, should the wronged party prevail, social conscience would
reconvey, was a fundamentally unfair result that the New York
Court of Appeals would reject. ]Id. at 145. The court
specifically rejected the IRS argument against the relation back
theory as an attempt to narrow the reach of equity. Id. at 146.

Relying on Fontana, the district court in the instant case
found that New York law clearly permitted it to hold that the
constructive trust arose at the time the defendants' wrongfully
-obtained the funds. 1In addition, because this state rule was
consistent with the federal equitable policies at issue, the
application of the state rule by the district court was proper.
Burks, 441 U.S. at 480.

The IRS argues that a line can be drawn between the instant
case and cases involving theft, embezzlement, and similar
misconduct, conceding that a constructive trust can relate back
in those situations but only because, under state property law,
title never passed (Br. 32). To limit the relation back of

constructive trusts in this fashion overlooks the fact that the
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constructive trust arises to vindicate a statutorily prescribed
federal interest in restitution for fraudulent acts. Cases of
federal civil fraud in which the Commission is involved present
compelling interests in the relation back theory that should be
considered under federal law.l6

Narrowing the relation back theory of constructive trust
would severely impair the ability of the FTC to obtain monetary
equitable relief for defrauded consumers. Even where a court had
determined that funds were properly held in a constructive trust
because they had been taken from consumers by means of fraud or
other serious deception, such funds would nonetheless be
available to satisfy the tax obligations of the wrongdoer prior
to the time a constructive trust was declared by the court.
This approach fails to account for the strong federal interest in
compensating the victims of fraudulent and deceptive practices
prohibited by the securities laws and the Federal Trade
Commission Act. Although there is an inevitable tension between
the federal interest in restitution and the Government's revenue
priorities, we do not believe that those priorities necessarily
contemplate the payment of taxes with funds fraudulently obtained

and rightfully belonging to another.

16 ~It would seem that there is no foundation whatever for
the notion that a constructive trust does not arise until it is
decreed by a court. It arises when the duty to make restitution
arises, not when the duty is subsequently enforced." 5 Scott,
Trusts (3d ed.) § 462.4. Accord Fontana, 528 F. Supp. at 145;

Reliance Insurance Co. v. Brown, 40 B.R. 214 (W.D. Mo. 1984);
Bogert, Trusts & Trustees (2d rev. ed.) § 472.
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CONCLUSION
For the foregoing reasons, the decision and orders of the
district court should be affirmed insofar as the court determined
that funds disgorged into a receivership account were held in
constructive trust for the benefit of injured investors from the
time the misconduct occurfed.
Respectfully submitted,
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