Priority of Creditor Claims Against Estates

By Bruce M. DiCicco

Priority of Payment in General

The Surrogate’s Court Procedure Act 1811 sets
forth priorities for the payment of estate expenses and
debts. This statute is relevant to estate administration
when assets are not sufficient to satisfy all the estate ex-
penses and /or debts, and is critical to the enforcement
of creditor claims against an estate. The legal issues
relating to priority require a careful analysis and un-
derstanding of this statute, the meaning of which can
be surprisingly counter-intuitive. This article discusses
statutory priority granted to debts owed to New York
State and New York City public welfare officials, the ef-
fect the type of property held in the estate may have on
those priorities, and the effect the doctrine of equitable
liens may have on those priorities. First we should look
at the payment hierarchy set forth in the law.

Section 1811(1) gives express priority to the pay-
ment of funeral expenses and expenses of administra-
tion out of the first moneys received by the fiduciary.
Debts of the decedent are then ordered as follows:

Section 1811(2)(a) gives first priority to debts enti-
tled to a preference under the laws of the United States
and the state of New York (“Priority One”);

Section 1811(2)(b) gives second priority to taxes on
property assessed prior to death (“Priority Two”);

Section 1811(2)(c) gives third priority to
“Judgments docketed and decrees entered against the
decedent according the priority thereof respectively”
(“Priority Three”); and

Section 1811(2)(d) gives last priority to all recogni-
zances, bonds, sealed instrument, notes, bills and un-
liquidated demands and accounts (“Priority Four”).

Following these ordering provisions comes the
directive in SCPA 1811(3) that “Preference shall not be
given in the payment of a debt over other debts of the
same class, except those specified in subparagraph (c)
of subdivision 2.” In other words, Priority One and
Two debts in excess of estate assets would be appor-
tioned while Priority Three debts (Section 1811(2)(c))
are not apportioned, but rather preference is given ac-
cording to the priority of the debt within that class.

Statutory Priority for the Public Welfare Official

One might suppose that in determining preference
among Third Priority debts a “first-in-time, first-in-
right” rationale might apply, akin for instance to the
concepts of logic applicable to land title recordation.
But as we shall see, this logic is not controlling, since

debts granted statutory priority at times take prece-
dence over recorded judgments prior in time. Two
such statutes are Section 105 of the Social Services
Law (formerly Section 129 of the Public Welfare Law)
and Section 104 of the Social Services Law (formerly
Section 128 of the Public Welfare Law). Section 105
expressly grants the Department of Social Services
(Human Resources Division) a priority for its claims
and provides:

If person who has received relief and
care at public expense, shall die leav-
ing insurance, and the estate of the
insured is named as beneficiary, or
no beneficiary is named, the public
welfare official shall be entitled to a
preferred claim (emphasis supplied) to
be paid out of such insurance to the
amount of the cost of such relief and
care, and for funeral expenses not to
exceed one hundred and twenty-five
dollars. If the insured leaves a widow
or minor children who are, or are liable
to become, public charges, the public
welfare official may, in his discretion,
waive his claim to such insurance or
any part thereof to which he would
otherwise be entitled.

Section 104 of the Social Services Law provides in
relevant part:

A public welfare official may bring
action or proceeding against a person
discovered to have real or personal
property, or against the estate of the ex-
ecutors, administrators and successors
in interest of a person who dies leaving
real or personal property. . . .

In all claims of the public welfare offi-
cial made under this section the public
welfare official shall be deermed a pre-
ferred creditor. (emphasis supplied)

Litigation over priority has ensued not only under
the current statutes but also under their predecessor
enactments and serves to highlight the substantial
uncertainty in this area of the law. The case of In re
Ciappei’s Estate’ was decided under the Sections of the
old Surrogate’s Court Act that provided for priority of
payments from estates. Sections 216 and 222 directed
that funeral and administration expenses should
be paid from the first estate moneys, as does SCPA
1811(1) today. Section 212(1) of the old Act directed
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that the third highest priority (Sections 216 and 222
being the first two) was “debts entitled to preference
under the laws of the United States and of the state of
New York, pursuant to Section 212 subd.1.” This lan-
guage is essentially the same as current First Priority
(Section1811(2)(a)). The Ciappei court stated:

It is clear from the provisions of
Section 129 of the Public Welfare Law
that claims for reimbursement for pay-
ments for relief are included in the
third group, as enumerated above,
since they are entitled to a preference
(emphasis supplied) under the laws of
the state of New York. The claim of the
city is thus entitled to priority over the
claim of judgment creditors.

The court held that the claim of New York City came
before the claims of a previously docketed judgment
creditor since the claim of the City was a preference
granted by law. The assets making up the estate of Mr.
Ciappei were the proceeds of life insurance, and thus
the case was later held to be limited to estates where
the assets from which the claims of creditors were to
be satisfied came from the proceeds of life insurance.?
Thus, claims of the public welfare official could have
priority of payment from an estate where life insurance
was the asset from which the State or City sought
payment.

However, other courts expanded the priority of the
public welfare official beyond estates funded with life
insurance proceeds. In Clonan’s Estate,? the estate had
insufficient assets to pay the claim of the Department
and other general creditors. The assets of the estate
were not made up of life insurance proceeds but of
other intangible assets. The court first dealt with the
absence of the “preferred creditor” language in then
Section 128 of the Public Welfare Law, holding that
Section 128 and Section 129 should be read in pari
materia. Thus the court reasoned that there should
be no distinction between estates holding life insur-
ance proceeds and those holding other assets when
it comes to priority of payment in favor of the public
welfare official. The court found that the claim of the
Commissioner of Public Welfare came before other
creditors since it was a preference under the laws of the
State of New York.

Other cases dealing with the statutory priority is-
sue focused on whether or not the debt was due to
New York State in its capacity as a sovereign public
welfare official and thus entitled to the statutory prefer-
ences of Sections 104 and 105. For instance, in the case
of In re Stewart’s Will* judgment was obtained against
the decedent during his lifetime. The State of New York
claimed preference by virtue of having rented office
space to the decedent for which he remained indebted
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at the time of his death. The court found for the credi-
tor, holding that:

The State had pointed to no statute or
decision under which it is indicated
that the debt is entitled to preference.
It must be borne in mind that the debt
is not one for taxes or other revenue
nor is it for an obligation incurred in
the exercise by the State of its sover-
eign or governmental functions . . . to
support a preferential status under the
statute, the intent of the legislature to
accord such a status should be clearly
expressed.’

The decisional history shows that in order to obtain
preference over other debtors, specific statutory
entitlement must be shown to exist. Perhaps the
clearest statement of this point was made in In re
Hermans’ Will.® The matter involved the New York City
Commissioner of Hospitals, who claimed a preference
from an insolvent estate based on Section 104 of the
Social Services Law following the addition in 1964

of the preferred creditor language (for a debt that
arose prior to the effective date of the amendment).”
The court squarely dealt with the meaning of the

new amendment and the addition of the “preferred
creditor” language. The court stated:

Prior to the 1964 amendment there
were conflicting decisions concern-
ing the right to a preference to public
welfare claims. Clonan’s Estate;® In re
Andrews? In re Smith:1° In re Cornez.11
The statute resolves the conflict, but
shows no purpose to operate retroac-
tively in pending estates.

Although the Commissioner lost due to the fact that
the amendment did not apply retroactively, the court
spoke directly to the intended effect of the preference
language added to the statute. From a reading of the
cases, it is clear that the Department of Social Services
is entitled to a preference over all other Third Priority
judgment creditors of an estate pursuant to Section 104
and /or Section 105 of the Social Services Law, and that
executors must pay those claims first even though they
arise later in time than earlier filed claims of judgment
creditors.

Defeat of the Statutory Priority of the Public
Welfare Official for Specific Prior Liens

In Estate of Livingston,'? the court addressed com-
peting claims of two judgment creditors: one who did
not move past docketing its judgment and one who
caused an execution to issue and levied upon tangible
personal property prior to the death of the judgment




debtor. The court held that the creditor who executed
on its judgment had priority, and in dicta commented
upon the fact that the winning creditor might have had
a preference over the State of New York based upon its
“specific prior lien.”

Many of the Third Priority cases do not mention
this aspect of equity nor do they include an analysis of
the type of property held in the estate. One can easily
be misled by pronouncements of the Department of
Social Services priority in these cases without realizing
that there is a class of creditor that may have prior-
ity over the public welfare official notwithstanding
the seemingly absolute priority language of the above
quoted statutes. Indeed the cases reveal many litigants
being so misled, including the Department of Social
Services.

In In re Pierce,"® the court was focused on the prior-
ity of estate debts in the context of the Department of
Social Services lien and its asserted statutory priority.
The decedent was a patient in the hospital prior to her
death, incurring medical bills of $29,000. The hospital
obtained two judgments against the patient for the
unpaid hospital bills during her lifetime. The first judg-
ment was docketed on December 11, 1981 and the sec-
ond on March 31, 1982. Following the death of the de-
cedent the Department of Social Services filed a claim
against the estate of the patient for $59,332 for care
rendered to decedent prior to her death. Estate assets
were insufficient to pay the judgments and the claim
in full. The sole issue before the court was priority of
the creditors. The public welfare official relied first on
Social Services Law Section 104 and the 1964 addition
to the statute, citing In re Ciappei’s Estate.!*

The Pierce court did not even discuss the change
in Section 104 of the Social Services Law in reaching
its holding in favor of the hospital. Instead, the court
found that the hospital, as judgment creditor, held a
“specific prior lien” by virtue of the fact that the estate
contained a parcel of real property. The court observed
“that when the hospital filed its judgments prior to
the death of the decedent, and prior to the filing of the
claims of the Department of Social Services, said judg-
ments became a specific lien on the decedent'’s real
estate.” The court left no doubt as to the grounds for
its ruling, and pointed out that it was not necessary for
the hospital, after filing its judgment, to issue an ex-
ecution in order for its lien to attach to real estate held
in the estate. This is so, explained the court, because
under CPLR Section 5203, relating to priority and liens
on docketing judgments, the transfer of real property
by the judgment debtor is not effective as against the
judgment creditor until ten years after the filing of the
judgment. In other words, the lien attaches to real es-
tate when filed. Pierce was appealed to the Appellate
Division, where the court held in a one paragraph
memorandum decision that the preference granted

under Social Services Law Section 104 was only as to
general creditors.'?

Executors are thus instructed that where the estate
is made up of personal property, the Department, op-
erating under Section 104 or Section 105 of the Social
Services Law, will take priority over judgment credi-
tors who have not executed on the judgment. A case
in point is Estate of Patrick Pizzirusso,'® where a judg-
ment creditor obtained and entered a judgment before
the death of the decedent. The estate consisted solely
of personal property that was insufficient to pay both
debts. The judgment creditor, no doubt thinking “first-
in-time equals first-in-right,” served the executor with
a restraining notice seeking to enforce his earlier filed
claim over that of the Department of Social Services.
The sole issue was which claim took.

The respondent judgment creditor claimed that his
debt came first because it was a specific lien against
decedent’s property that had been filed of record be-
fore decedent’s death pursuant to CPLR Article 52.
The court disagreed, and explained that whereas liens
against real property indeed attach at the time of dock-
eting the judgment, in the case of personal property
additional post-docketing steps are required in order
to obtain priority rights over the personal property of
the debtor. The judgment creditor must have an execu-
tion to a sheriff or have utilized other devices found
in CPLR Article 52, such as CPLR 5202 (relating to
delivered executions to a sheriff), CPLR 5225 (relating
to possession of personal property by the sheriff) and
CPLR 5228 (relating to appointment of a receiver) in or-
der to have prevailed as against the Department and its
statutory priority. The court reasoned that the service
of the restraining notice on the executor did not cause
the lien to attach to the personalty held in the estate
because there was no specific property “seized and ap-
propriated” for the satisfaction of the debt until there
was further execution on the judgment. There was,
thus, no specific prior lien.

The decision in In re Robinson'” presents another
articulation of the principle. The debtor patient had
entered into an agreement with the creditor nursing
home to satisfy fees for services rendered by the home.
The agreement specifically provided for the satisfac-
tion of the nursing home debt from the sale proceeds of
a residence owned by the patient and another person
as tenants-in-common. The agreement to pay the debt
was not reduced to a judgment nor was any judgment
ever docketed. Following the creation of the agreement,
the patient received substantial Medicaid, then died on
December 3, 1998. The Department of Social Services
filed its claim against the estate in February 1999. The
executrix of the estate waited the statutory period of
7 months after issuance of Letters before paying the
claim of the nursing home.'® The court stated that had
the home obtained a judgment and docketed it, the
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claim of the Department of Social Services would have
been subservient to a creditor with a “specific prior
lien” since the lien would have attached to the real es-
tate at the time it was first docketed.

The Robinson case, the Pizzirusso case, and others
like them, seem to set down a black letter rule to the
effect that statutory preference defeats prior docketed
judgments in all cases except where there is real prop-
erty held in an insolvent estate or where the judgment
debtor has executed by one of the devices under CPLR
Chapter 52. Upon closer examination of the decisional
history, however, yet another factor emerges that affects
the ultimate outcome in Third Priority cases.

Specific Prior Lien Preference Could Apply to
Property Other Than Real Property

Many cases in this area of the law rely on the
Appellate Division decision in Pierce without further
support, and thus this one paragraph decision merits
further analysis. The Picrce decision only cited two
cases in support of its affirmance, In re Warren (a/k/a
Matter of Bloomfield)'’and In re Lambert (a/k/a Matter
of Gallucci).* In Warren, the court was deciding a dis-
pute between New York State and New York City as to
which would have priority for reimbursement for the
cost of care provided to an incompetent.?! The court
held that New York State, by virtue of Section 35 of the
New York Constitution of 1777 and the common law of
England, was a sovereign, succeeding to the Crown’s
prerogative right of priority and thus prevailed over
the City.?2 In re Lambert held that the claim of the Office
of Mental Health came before, and thus had a prefer-
ence over various unspecified creditors, there being no
specific prior liens. The decision is one paragraph in
length and simply states the conclusion with citations
to three cases: Wise v. Wise L&C Co., % In re Gruner,?*
and In re Carnegie Trust.?> Wise v. Wise L&C Co. did not
involve any preference right granted by statute. In re
Carnegie Trust found a preference for the New York
State treasurer where a special fund was created by
statute. The court stated that such a priority might
not exist in the event there was a specific prior lien. In
Gruner, the debtor assigned his ownership in his seat
on the New York Stock Exchange for a loan of $212,000.
The value of the seat was security for the loan pursuant
to the assignment. The seat was later sold by the ad-
ministratrix of his estate. The assignee, New York Trust
Co., claimed its debt had priority over those of the
United States and New York State for unpaid income
taxes of the decedent even though the debt of the trust
company had not been reduced to judgment, but was
an assignee right. The court explained:

Perhaps it should be pointed out to
avoid misunderstanding that, even if
the lien had been perfected prior to
decedent’s death, it still might not be a
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“specific” lien within the meaning giv-
en to that term by the Federal courts
when dealing with the priority of the
United States under Section 3466 over
the statutory lien of State taxes, where
no specific property has been seized
and appropriated to the satisfaction of
the lien or set apart from the general
property of the debtor.

So in finding for the United States and New York State
over the assignee, the court pointed out that certain
liens could defeat even statutory priorities (i.e., the
public welfare official, New York State and even the
United States) but only where specific property of

the debtor has been separated and applied to the
satisfaction of the lien. While this case does support

the personal property vs. real property distinction in
Third Priority law and the Pierce touchstone, it is not
without its detractors. The detractors cause one to more
carefully consider when property has been so separated
and applied as to constitute a specific prior lien.

Equitable Lien Theory Has Been More Broadly
Applied

Illustrative of the question is the case of Stathos v.
Murphy?® that has been cited with approval consistently
many times since the decision forty years ago. In this
case the court provided a thoughtful analysis of the
concept of the class of equitable liens that could operate
as specific prior liens. The court distinguished (i) fu-
ture claims that do not take effect when the right arises
or the capacity to transfer the right arises, that do not
result in an equitable lien and (ii) present claims not
yet matured or dependent on future conditions even
though there is not an immediate action at law avail-
able to enforce the claim. In the case, the court held
that an assignee of the right (but not a judgment) to the
proceeds of a pending lawsuit were present claims that
gave rise to an equitable lien that defeated the right
of a judgment creditor whose right arose later in time
than the assignment. The interpretation of “equitable
lien” may not, therefore, be limited to real property and
property upon which an execution has been effected as
suggested in Pierce and Estate of Patrick Pizzirusso, but
rather may include situations where specific property
subject to the lien has been “set apart and identified”
equitably. The situation has often arisen in cases where
loans were made in exchange for the assignment of
rights to property. This aspect of Third Priority claims
seems therefore to require careful analysis beyond the
real property vs. personal property dichotomy set forth
derived from Pierce. Counsel for executors should care-
fully examine the underlying facts of the claim and
the nature of the property held in the estate prior to
making the determination as to order of payment from
insolvent estates.
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