UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 91-8144

UNI TED STATES OF AMERI CA,
Pl ai ntiff-Appellee,
vVer sus

HARTEC ENTERPRI SES, | NC. and
JOSE J. ACEVES,

Def endant s- Appel | ant s.

Appeals fromthe United States District Court
for the Western District of Texas

(July 21, 1992)
Before WSDOM REYNALDO G GARZA, and JONES, Circuit Judges.
EDITH H JONES, G rcuit Judge:

Appel l ant Jose J. Aceves is the president and majority
st ockhol der of appellant Hartec Enterprises, Inc. Both appeal from
a conviction of theft of governnent property, and aiding and
abetting the theft of governnent property, in violation of 18
U S. C 88 641 and 2(b). W reverse.

FACTS

Hartec is a machine shop and netal s-fabricating plant
|ocated in Horizon Cty, Texas. Aceves is a self-educated
machi ni st who est abl i shed and devel oped Hartec into a business with
a reputation for high quality operations. Hartec garnered the

governnent's scrutiny through an FBI investigation of mnority-



controlled governnent contractors for possible kickbacks to
officials of the Small Business Adm nistration. After an initia
i nvestigation, the FBI seized virtually all of Hartec's business
records and held themfor further exam nation for three years. The
FBI found no evidence of any illegal kickbacks.

Appel lants were charged in a thirteen-count indictnent
wth making false clains related to certain contracts that Hartec
had with the governnent, and wth theft of governnent property. At
the close of the prosecution's case, the trial court entered a
judgnent of acquittal on all of the counts, except Count |X, the
subject of the instant appeal. Count | X charged the theft of
certain wire nesh panels that were fabricated by Hartec in
fulfillment of a governnment contract. The governnent had paid
periodi c progress paynents to Hartec on the contract. The contract
called for the fabrication of 13,057 wire nesh panels, to be
conpleted before March 31, 1986. Several extensions were
ultimately granted.

In January 1987, Hartec declared 513 of the panels as
scrap and sold them to EIl Paso Machine and Steel Wrks. The
governnent clains that the sale of these panels anmounted to
conversi on of governnent property, since progress paynents had been
made pursuant to the production of these panels. The nature of the
governnent's interest fornms the critical inquiry on appeal. The
governnent clains that a title vesting provision of the Federa
Acqui sition Regul at i ons, incorporated into the contract,

effectively transferred ownership of the panels to the governnent



because the panels were manufactured with materials paid for
t hrough progress paynents.
THE GOVERNMENT' S | NTEREST

The governnment argued successfully at trial that the
panels were the property of the United States. The gover nnent
relied on a plain |anguage interpretation of the title vesting
provision.! Accordingly, the governnment argued that the wire nesh
panel s which Hartec sold actually belonged to the United States.
Aceves concedes that the panels were fabricated wth materials

purchased wi t h governnent progress paynents, but characterizes the

. Federal Acquisition Regul ation 52.232-16 provides, in
pertinent part:

(d)y Title.

(1) Title to the property described in
this paragraph (d) shall vest in the
Governnment. The vestiture shall be
i mredi ately upon the date of this contract,
for property acquired or produced before that
date. O herw se, vestiture shall occur when
the property is or should have been all ocabl e
or properly chargeable to this contract.

(2) "Property" as used in this clause,
i ncludes all of the bel ow described itens
acquired or produced by the Contractor that
are or should be allocable or properly
chargeable to the contract under sound and
general |y accepted accounting principle and
practice. [including] :

(i) Parts, materials, inventories,
and works in progress.

This regul ation took effect on April 1, 1984. Prior to that
date Defense Acquisition Regulation, 32 CF. R 8 163.79-2, which
contained a simlar title vesting provision, applied.
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panel s as non-conform ng goods whi ch should properly be classified
as scrap.
Appel lants insist that the title vesting clause shoul d

not be interpreted literally, primarily relying on Mdland Mrine

Bank v. United States, 231 CG. d. 496, 687 F.2d 395 (1982), cert.

denied, 460 U. S. 1037 (1983). In Mdland Marine Bank, the court

considered the history and purpose of the Defense Acquisition
Regul ations, concluding that the word "title" should not be read
literally because the regulations specifically exenpted the
governnent from nost incidents of ownership. The court determ ned
that the title vesting provision was originally enacted as an
expedi ent to avoid the effects of an 1823 congressi onal prohibition
on advancing federal funds to governnent contractors. M dl and

Mari ne Bank, 687 F.2d at 400-01. The title vesting provision was

based on the rationale that if the governnent took title to
materials at the tine of purchase, there would technically be no
advance of funds to the contractor. See C.S. Mdelland, The

Illeqgality of Progress Paynents As a Means of Fi nanci ng Gover nnent

Contractors, 33 Notre Dane L. Rev. 380 (1958) (cited in Mrine

M dl and Bank, 687 F.2d at 401). See also 31 U S C 8 529 ("No
advance of public noney shall be nmade i n any case unl ess authori zed
by the appropriation concerned or other law."). In 1958, Congress
abolished this prohibition and authorized progress paynents to

federal governnent contractors. Mrine Mdland Bank, 687 F.2d at

401. In view of this anmendnent, the Murine Mdland Bank court

reasoned that the title vesting provision should no |onger be



literally construed. |Instead the provision should be understood as
a security interest in the underlying collateral.

[ T] he governnent's title vesting clause and
regul ations provide for the taking of an
interest in the nature of alien. Full title,
inthe plain sense, certainly is not neant, as
an exam nation of the clause and regul ations
show. W recogni ze that the governnent's use
of the word "title" has had an inportant
hi story, both to avoid the ban on advances of
public noney and as a way to circunvent
floating lien interests of general creditors,
and that it has an inportant present use in
insuring that the governnent nay take actua
possession of the inventory of a bankrupt
contractor. There is no reason, however, in
theory or in case law, to read the word for
nore than that.

M dl and Mari ne Bank, 687 F.2d at 403-04.

I n construing the progress paynents as a series of | oans,
rather than a partial purchase, the court concluded that the title
vesting provision "makes clear that the governnent does not take
ownership to recover inventory in any normal sense of the word."

M dl and Marine Bank, 687 F.2d at 399. For exanple, the court noted

that a governnent contractor nmay sell scrap wthout the
governnent's approval ; that upon conpletion of the contract, title
will revest in the contractor for covered material that was not
incorporated in the final product; that any inventory-rel ated | oss
associ ated with the covered i nventory would fall on the contractor,
and not the governnent; and, that in the event of default, the
governnment may force the revesting of inventory in the contractor
by conpelling a repaynent of progress paynents. |d. Thus, while

the governnment had certain possessory rights in the inventory



funded by progress paynents, that type of possessory interest is
i nconsistent with the traditional notion of ownership.

"Title" is nmeant to carry no risks for the
governnent and is shifted back to the
contractor when it would be wunneeded or
undesired. In short, the governnent takes an
interest in the contractor's inventory but
does not want, and does not take, any of the
responsibilities that go with ownership.

In contrast, the governnent relies on In re Anerican

Pouch Foods, Inc., 769 F.2d 1190 (7th Gr. 1985), cert. denied, 475
U S 182 (1986). The Seventh Circuit engaged in a review of the
history of the title vesting provision, follow ng the sane path as

the Marine M dl and Bank court, but reaching a contrary concl usi on.

The Seventh G rcuit acknow edged the reasonabl eness of the Marine

M dl and Bank hol ding but believed that the title vesting provision

was wittenwith anintent toward literal interpretation. Anerican

Pouch Foods, 769 F.2d at 1196. Anerican Pouch Foods is, however,

di sti ngui shable on a nunber of fronts.

Primarily, the court's conclusionthat the Mari ne M dl and

Bank decision stands in error is dicta. The court conceded t hat

"application of the Marine Mdland rule to the present case would

produce the sane result we reach. . . ." Anerican Pouch Foods, 769

F.2d at 1196. Second, Anerican Pouch Foods was a bankruptcy case,

in which the governnent sought relief fromthe automatic stay to
regain the possession of foodstuffs prepared under a mlitary
contract. Third, unlike the instant case, no person's liberty

hinged on the court's interpretation of the title wvesting



provi si on. In Anerican Pouch Foods, the issue was whether the

governnent was entitled to possession of the property upon
term nation of the governnent contract, not title to the property.

Ameri can Pouch Foods, 769 F.2d at 1196. The Marine Mdl and Bank

court acknowl edged that its holding did not disturb the
governnent's right of possession. "[ T] he governnment's right to
possess such property cannot be questioned, and it is entirely

accurate and appropriate for an opinion in a case that is solely on

possession to recite that 'title neans title.'" Marine M dland
Bank, 687 F.2d at 400.°2
We find the reasoning of Marine Mdland Bank v. United

States to be conpelling in this crimnal case. The gover nnent
nei t her demanded nor accepted any of the traditional incidents of

title wwth regard to Hartec. See Marine M dl and Bank, 687 F.2d at

399. Wiile the title vesting provision would assist the United
States to regai n possession of inventory wongfully soldto athird
party, just as a lien holder could properly recover such goods
wrongfully held by another, it was unjust to convict defendants in
the i nstant case of "stealing" property that the governnent did not

own.?® This is also a paradigmatic case for application of the rule

2 The governnent also cites United States v. Digital
Products Corp., 624 F.2d 690 (5th Gr. 1980), a simlarly
di stingui shabl e case which turned on title as possession, not
title as ownership. Mreover, D gital Products Corp. was a case
where the government was attenpting to replevy goods for which it
had contracted after the contract had been term nated, and not a
crimnal prosecution. Digital Products Corp., 624 F.2d at 692.

3 Even after criticismof the Marine Mdland Bank
decision by the Seventh Crcuit and a few bankruptcy courts, see

e.q., Inre Coded Sales, Inc., 112 B.R 560, 562 (Bankr. S.D.N.Y.
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of lenity. The rule of lenity conpels us to construe anbi guous

crimnal statutes in favor of lenity. Dowing v. United States,

473 U.S. 207, 229 (1985). The rule pronotes fair notice of
prohi bited conduct and reduces the |ikelihood that unintentionally

crimnal conduct wll be penalized. United States v. Kozm nski

487 U. S. 931, 952 (1988). Although the rule does not require that

we give the statute its narrowest construction, United States v.

Chen, 913 F.2d 183, 189 (5th Cr. 1990), we find that under the
facts now before us, the coupling of the title vesting provision
with its inconsistent interpretations in the courts and § 641 did
not provide Aceves with notice that he could be crimnally liable
for sale of the wre nesh panels.

The governnment contends that even if its interest in the
property is characterized as a security interest, appellants'
convictions may still be upheld because the governnent retained
sufficient control over the property to support a theft action

See United States v. Faust, 850 F.2d 575, 579 (9th Gr. 1988).

(" CGovernnment nust have 'title to, possession of, or control over'

the [property] involved" in order to convict under 8 641) (quoting

United States v. Johnson, 596 F.2d 842, 846 (9th G r. 1979)). But
cf., United States v. Tana, 618 F. Supp. 1393, 1395 (S.D. N Y. 1985)

1988); In re Reynolds Manufacturing Co., 68 B.R 219, 224 (Bankr.
WD. Pa. 1986), the United States Cl ainms Court has recognized the
continuing authority of the Marine Mdland Bank hol ding. First
Nat i onal Bank of Geneva v. United States, 13 d. . 385, 387
(1987); Welco Industries, Inc. v. United States, 8 . C. 303,
305-06 (1985). Moreover, the drafters of the Federal

Acqui sitions Regul ati ons have proposed an anendnent to conform
the FAR to the Marine M dl and Bank decision. 54 Fed. Reg. 18,631
(May 1, 1989).




(governnent's position that security interests can be subject of
prosecution under 8 641 is "plainly wong").
There i s substantial credible evidence in the record that
Aceves had reason to believe that the governnent retained contro
over the wire nesh panels. One of Hartec's clerical enployees, who
al so assisted wth governnent contracts, told Aceves that she
believed the wire nmesh panels bel onged to the governnent. Another
enpl oyee advi sed Aceves to consult with the governnent contract
officer before selling the material declared as scrap. However,
the governnent's expert wtness on the Federal Acquisition
Regul ations testified that a contractor is vested wth the
discretion to nake the determ nation whether an itemis scrap or
not, although there may be a review process. However, we need not
determ ne whether a security interest is a thing of value of the
United States, the theft of which may inpose crimnal liability
under 8 641. Count |X of the indictnment charged that defendants
"did knowingly and willfully enbezzle, steal, purloin, and convert
wre nesh panels.” The governnent did not indict appellants
on the theory that they deprived the governnent of property over
whi ch the governnent exercised sufficient control to constitute
theft of governnent property. The governnment also failed to
i ntroduce proof supporting a control theory, and has thus waived

this possible theory of liability. See also United States v.

Gordon, 638 F.2d 886, 889 (5th Gr. Unit B), cert. denied, 452 U. S.

909 (1981) (in construing "thing of value of the United States”

"[t]he word 'of' necessarily inplies ownership. Things 'of' the



Governnent, in the sense of the statute, are property of the
Governnent ") .4

The governnment al so urges before the court evidence that
Hartec was in serious financial straits at the time Aceves sold the
scrap material to El Paso Machine & Steel Wirrks and that Hartec's
books were in disarray. Not only did Aceves benefit from the
opi nion of at |least two Hartec enpl oyees that the materials could
not be sold as scrap without at |east contacting the governnent
contract adm nistrator, Aceves was also required to credit the
proceeds fromthe sale to the governnent's account. This he did
not do. The circunstances surrounding the sale of the scrap
suggest that Aceves may have acted out of desperation and in hopes
of tenmporarily alleviating Hartec's busi ness woes. However correct
t he governnment may be in their assertion that the wire nesh panels
could not be unilaterally declared scrap, this argunent has no
application. W have already held that the title vesting provision
gives rise to no nore than a security interest in the goods for
whi ch t he governnent has contracted and advanced progress paynents,
and that no crimnal liability under 8 641 may attach on the facts
of this case for "theft of a security interest."”

CONCLUSI ON

4 Appel l ants al so ask us to find 8 641 as applied in this
case to be unconstitutional because of its vagueness, citing
Tana, 618 F. Supp. at 1397 (finding that 8§ 641, as applied to
theft of security interests, nay be void for vagueness). Because
we reverse appel lants' convictions on other grounds we need not
reach this issue.
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We agree with the district court that "this is not the
ki nd of case that ought to have been tried. Wat this case should
have been . . . is a suit by the . . . governnent contracting
agency against the defendant of a civil nature as opposed to a
crimnal nature." The governnent indicted appellants on the theory
that the title vesting clause truly vested title, and gave ful
ownership rights to the governnent for materials wupon which
progress paynents had been advanced. The title vesting provision
of the Federal Acquisition Regulations creates no nore than a
security interest in the governnent's favor, and cannot be, under
the facts of this case, a basis for prosecution under 18 U S.C. §

641. Appellants' convictions are REVERSED
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