
DISCHARGE OF TAXES IN BANKRUPTCY


Objectives
At the end of this presentation, you should have the basic information needed to:

1.
explain the difference between a dischargeable debt and the grant of discharge; and,

2.       
identify the standards for grant of discharge; 

3. 
tell whether a tax qualifies as a dischargeable debt.


Difference Between Grant Of Discharge And Dischargeability Of Debt
The bankruptcy court grants a debtor a discharge by issuing an order. The order of discharge bars further collection action against the debtor so that the debtor gets a fresh start. However, the discharge order only prevents further collection of debts that qualify as dischargeable debt.

Each bankruptcy chapter has slightly different standards for the grant of the discharge order and the bankruptcy chapters have different standards as to which debts qualify for discharge. The table below contains a quick summary of the key statutes.

Grant of Discharge 



Debts Nondischargeable

   Chapter 
Controlled by 11 U.S.C. 



Despite Discharge         
7 
§ 9 727(a), 727(b), 523



§ 523

11
§ 1141(d)(1) 




§ 523, 1141(d)(2)

§ 1141(d)(3) (individuals)

12 
§ 1228 





§ 523, 1228(a) and (b)

13 
§ 1328(a) (completed plan) 


Debts not provided for by

plan and § 1328(a)

13 
§1328 (b) ("hardship 



§ 523, 1328(b)

discharge" for debtor

unable to complete plan)


Variations In Bankruptcy Discharge By Chapter
In a Chapter 7 case, the court grants a discharge unless one of ten grounds for denial is found. 11 U.S.C. § 727. The grounds for denial include:

1. 
The debtor is not an individual. (Note: debtors other than individuals are dissolved in Chapter 7 bankruptcy cases.)

2. 
Transfer, concealment, or destruction of the debtor's or estate property by the debtor during the year before the debtor filed the bankruptcy petition or after the debtor filed the petition;

3. 
Debtor fails to keep or preserve books and records from which the financial condition or business transactions can be ascertained, unless circumstances excuse such acts or omissions;

4. 
Debtor attempts to or does defraud the estate by described affirmative acts or by withholding information from the estate officers;

5. 
Debtor cannot explain loss or deficiency of assets;

6. 
Debtor fails to obey any lawful order of the court except in the absence of a grant of immunity when justified by his privilege against self‑incrimination;

7. 
In connection with another case in which debtor qualifies as an insider, the debtor commits an act specified in subsections 2 through 6 of 11 U.S.C. § 727(a) (the six items above), within one year before or during the debtor's case;

8. 
Debtor has received a discharge under Chapter 7 or Chapter 11 in a bankruptcy case filed within 6 years before the date of the filing of the petition;

9. 
Debtor has received a Chapter 13 or Chapter 12 discharge in a bankruptcy case filed within 6 years before the date of the filing of the petition and did not either:

a. Pay 100% of allowed unsecured claims; or,

b. Propose his plan in good faith, make his best effort, and pay 70'‑. of such claims;

10. 
Court has approved post‑petition written waiver of discharge.

Subject to the exceptions to discharge provided in section 523, a discharge under section 727(a) discharges the debtor from all debts that arose prior to the order for relief and from an liability for a debt determined under section 502 as if it were a prepetition claim.

You can find Chapter 11L discharge provisions at 11 U.S.C. 1141 which deals with the effects of confirmation. Confirmation of a Chapter 11 plan acts as a discharge order subject to some limitations. Discharge in a Chapter 11 case can be limited by the language of the plan or the order confirming the plan. See, 11 U.S.C. § 1141(d)(1). If the Chapter 11 plan is a liquidating plan, then the.debtor can only get the discharge which would be given to the debtor in a Chapter 7 bankruptcy. 11 U.S. C. § 1141 (d) (3) .

The Chapter 11 confirmation order gives a different discharge to individuals than to entities. For an individual, the Chapter 11 confirmation discharges debts other than those excepted from discharge under 11 U.S.C. § 523. Confirmation of a Chapter 11 plan gives corporate and partnership debtors a "superdischarge." If the debtor qualifies for the super‑discharge, it can obtain discharge even of taxes incurred between the bankruptcy petition date and the date a plan is confirmed. 11 U.S.C. § 1141(d). While the confirmation order discharges certain debts, the confirmation order makes the debtor liable for the debts provided for in the plan. This requires close review of the plans.

Chapter 13 has two kinds of discharge. Debtors want the first or "super‑discharge". The Bankruptcy Code gives a superdischarge to the debtor if the debtor has a plan confirmed and makes all payments provided for in the plan. See, 11 U.S.C. § 1328(a). This discharge has resulted in the discharge of any tax provided for in the plan even if the debtor only provides for all taxes where timely claims are filed. See, Ledlin v. United States (In re Tomlin), 102 E.R. 790, 795‑797 (E.D. Wa. 1989), aff’d 907 F.2d 114 (9th Cir. 1990); In re Gregory , 705 F.2d 1118 (9th Cir. 1983); In re Hardy, 56 B.R. 95 (Bankr. N.D. Ala. 1985). With changes made by the Bankruptcy Reform Act of 1994, the court can disallow untimely Chapter 13 tax claims. 11 U.S.C. § 502(b)(9).

The court gives the second kind of Chapter 13 discharge or so called "hardship‑discharge" to the debtor when the debtor has not completed all payments under the plan. The debtor can only obtain the discharge without making full payment if: 

a.         
The failure to make all payments is due to circumstances for which the debtor cannot be held justly accountable; 

b.       
The value of payments made to creditors is at 'east the amount that would have been paid in a Chapter 7 liquidation; and, 

c. 
Modification of the plan is not practicable.

When the court gives the Chapter 13 debtor a hardship discharge, it does not discharge the debtor from debts of a kind specified in § 523(a).


Taxes Not Dischargeable Under 11 U.S.C. 523
Section 523 of the bankruptcy code identifies certain debts that do not qualify for discharge in the various chapters of bankruptcy. You find the definitions for nondischargeable taxes in 11 U.S.C. § 523(a) which include:

1. 
Priority taxes under 11 U.S.C. 507(a)(3) or (8), 11 U.S.C. § 523(a)(1)(A)*;

2. 
Taxes on unfiled returns, 11 U.S.C.  523(a)(1)(13)(i);

*Taxes may qualify as both priority and secured. The taxes can qualify as secured based on a notice of federal tax lien under I.R.C. § 6323 or based on setoff. See, 11 U.S.C. § 506(a). This classification can make a difference. In United States v. Victor, 121 F. 3d 1383 (10th Cir. 1997) the court denied the IRS the right to collect postpetition interest on a secured claim which also met the tests for a priority claim because the IRS had not made a claim for that interest. In United States v. TM Building Products, LTD., 231 B.R. 364 ('S.D. Fla. 1998) the plan gave the IRS secured status. IRS claimed it should have received priority status but apparently did not object to its classification for purposes of plan confirmation. The court approved a plan which would pay on the IRS claims, "when funds are available without adversely impacting [TM's cash] flow needs." IRS appealed arguing that the plan violated 11 U.S.C.

1129(a)(9)(C) because the tax claims listed as secured should have been listed as unsecured priority claims entitled to payment within six years. Bankruptcy court retained jurisdiction to verify compliance by the debtor with the requirement of making payments when funds became available.

3. 
Taxes on late filed returns where the debtor filed the returns within two years before the petition date, 11 U.S.C. 523(a)(1)(B)(ii) **;

4.          Taxes on fraudulent returns, 11 U.S.C. § 523(a) (1)(C)***

5.     
Taxes where the taxpayer attempted in any manner to evade or defeat the tax, 11 U.S.C. § 523(a)(1)(C).

Further on in this presentation, I have included additional explanation of what constitutes actions to evade or defeat the tax.

** If the debtor files a return after the Service has proceeded with audit and issued its notice of deficiency, the Service may question the validity of the return under 11 U.S.C. §523(a)(1)(B)(i). In such situations, the document filed by the taxpayer may not be viewed as starting the two year period under 11 U.S.C. § 523(a)(1)(B)(ii). See, In re Hindenlang, 164 F.3d 1029 (6th Cir. 1999); In re Pierchoski, 243 B.R. 639 (Bankr. W.D. Penn. July 28, 1999); In re Arenson, 134 D.R. 934 (Bankr. D. Neb. 1991), aff'd , 145 B.R. 310 (D. Neb. 1992). Cf., Green v.. Commissioner, T.C. Memo 1993‑152, 65 T.C.M. (CCH) 2347 (1993), aff'd without opinion 33 F.3d 1378 (5th Cir. 1994), cert. denied, 513 U.S. 1059 (1994); DiPlacido v. Commissioner, T.C. Memo 1993169, 65 T.C.M. (CCH) 2438 (1993); Mickens v. United States (In re Mickens), 214 B.R. 976 (N.D. Ohio 1997), aff’d, 173 F.3d 855 (6th Cir.), reported in full, 99‑1 U.S.T.C.  50,265 (6th Cir.), cert. denied, 145 L. Ed. 2d 37 (U.S. 1999). However, several courts have found that returns filed after the issuance of a notice of deficiency.can qualify as a return for purposes of 11 U.S.C. § 523(a)(1)(B). See, United States v. Nunez (In re Nunez), 232 D.R. 778 (Bankr. 9th Cir. 1999); Savage v. I.R.S. (In re Savage), 218 D.R. 126 (Bankr. 10th Cir. 1998); McGrath v. United States (In re McGrath), 217 B.R. 389 (Bankr. N.D. N.Y. 1997).

***Levinson v. United States, 969 F.2d 260 (7th Cir. 1992), cert. denied, 506 U.S. 989 (1992). Court held that previously undetermined fraud of failing to report embezzlement income could be raised in bankruptcy court even though there had been a prior determination of the underlying tax liability.


What Taxes Oualify For Priority?
The Bankruptcy Code lists the standards for priority taxes at 11 U. S. C. § 5 0 7 (a) (8)**** and they include:

1. 
Income taxes for which the return was due within three years before the bankruptcy petit‑i‑on was filed, § 507(a)(8)(A)(i);

2. 
Income taxes assessed within 240 days before the debtor filed the petition (The statute also extends this 240‑day period for any time an offer in compromise is pending during the 240 day period plus an additional 30 days), § 507(a)(8)(A)(ii);

3. 
Income taxes not assessed before but assessable after the bankruptcy petition was filed (Taxes may not be priority under this provision alone if the taxes are nondischargeable because of failure to file returns, late filing within two years of the bankruptcy petition, fraud, or actions by the debtor to evade or defeat tax.), § 507(a)(8)(A)(iii);

4. 
Taxes required to be collected or withheld and for which the debtor is liable in whatever capacity ie. trust fund taxes, § 507(a)(8)(C);

5. 
An employment tax for which the return was due within three years prior to the filing of the bankruptcy petition, § 507(a)(8)(D);

****The classification of taxes as priority can make a significant difference in treatment. For example in United States v. Victor, 121 F.3d 1383 (l0th Cir. 1997), the bankruptcy court denied the IRS the right to collect postpetition interest on a secured claim, which also met the test for a priority claim, because the IRS had not preserved its claim for that interest in the plan. The circuit court affirmed. In United States v. TM Building Products, LTD., 231 B.R. 364 (S.D. Fla. 1998), the plan gave the IRS claim secured status. IRS claimed it should have received priority treatment but apparently did not object to classification as a secured claim. The court approved the plan which provided for payments on the IRS claim "when funds are available without adversely impacting [TM,s cash] flow needs.” IRS appealed arguing that the plan violated 11 U.S.C. § 1129(a)(9)(C) because the tax claims listed as secured should have been listed as unsecured priority claims, entitled to payment within six years. The bankruptcy court retained jurisdiction to verify compliance by the debtor with the requirement of making payments when funds became available. The district court affirmed.

6. 
An excise tax for which a return was due within three years prior to the filing of the bankruptcy petition or if no return was required then which related to a transaction occurring in the three year period before the bankruptcy petition was filed, § 507(a)(8)(E);

7. 
Certain customs taxes, § 507(a)(8)(F);

8. 
A penalty related to a claim for a priority tax and in compensation for actual pecuniary loss, for example the trust fund recovery penalty, § 507(a)(8)(G);

9.
Taxes for which the debtor has liability as a transferee under I.R.C. § 6901 and which otherwise qualify for priority under one of the above tests.

10. 
Erroneous refunds or credits have the same priority as the claim for tax to which the refund or credit relates. 11 U.S.C. § 507(c).

Other Discharge Issues
Prepetition interest and penalties

Bankruptcy case law treats prepetition interest as having the same character as the tax or penalty to which it relates. If the tax is priority and nondischargeable then so is the interest. See, In re Treister, 52 D.R. 735 (Bankr. S.D. N.Y. 1985); Hardee v. IRS (In re Hardee), 137 F.3d 337, 342 (5th Cir. 1998). But see, United States v. Victor, 121 F.3d 1383 (10th Cir. 1997). If the penalty is general unsecured and dischargeable then so is the interest related to that penalty.

Penalties do not qualify for discharge if they relate to transactions occurring within the three year period prior to the filing of the bankruptcy petition. 11 U.S.C. § 523(a)(7). See, In re Roberts, 906 F.2d 1440 (10th Cir. 1990); Burns v. United States (In re Burns), 887 F.2d 1541 (11th Cir. 1989); McKay v. United States, 957 F.2d 689 (9th Cir. 1992).

Actions to evade or defeat tax

The Bankruptcy Code makes a tax nondischargeable when the taxpayer willfully attempted in any manner to evade or defeat tax. 11 U.S.C. § 523(a)(1)(c). The statute contains no definition of the standard courts should apply in determining that the debtor willfully attempted in any manner to evade or defeat tax. I have also failed to find any legislative history which helps clarify the standard. Congress may have intentionally left this standard for the courts to define because, by its nature, it depends so much on the facts of the individual case.

The courts have begun to define the standards which should apply when the government challenges the debtor's discharge of taxes because of actions to evade or defeat the tax. In proving to the bankruptcy court that there was an intent to evade or defeat tax, the government need only prove their case by a preponderance of the evidence. Grogan v. Garner, 498 U.S. 279 (1991). The government must prove fraud using the civil and not the criminal standard for fraud; the civil standard requires only a voluntary, conscious, or intentional attempt to evade tax, whereas the criminal standard requires an affirmative act of tax evasion. In re Cox, 189 B.R. 214 (M.D. Fla. 1995).

We now have a number of circuit court opinions which give guidance on this issue. I have included below a summary of the positions taken in the various circuit courts:

1. 
Toti v. United States (In re Toti), 24 F.3d 806 (6th Cir.), cert. denied 513 U.S. 987 (1994). The Sixth circuit determined that the United States must prove evasion but under an easier civil standard which could include knowing failure by the debtor to pay taxes known to be due. Meyers v. IRS (In re Meyers), 196 F.23d 622 (6th Cir. 1999)., The court denied discharge finding action to evade or defeat the tax based on failure to file, failure to pay and use of false Forms W‑4.

2. 
Haas v. Internal Revenue Service (In re Haas), 48 F.3d 1153 (11th Cir. 1995). In Haas the Eleventh Circuit said that the sixth Circuit's expansive reading of 11 U.S.C. 9 523(A)(1)(c) would contravene the Bankruptcy Code's purpose of allowing a fresh start. Griffith v. United States (In re Griffith), 201 F,3d 1389 (11t" Cir. 2000). The Eleventh Circuit held that evidence of action to evade or defeat payment under 11 U.S. C.

523(a)(1)(C) will prevent discharge even without evidence of action to evade or defeat assessment.

3. 
Bruner v. United States (In re Bruner), 55 F.3d 195 (5th Cir. 1995). The Fifth Circuit adopted the Toti approach and rejected Haas. The court held no affirmative act of evasion is necessary to except a tax claim from discharge in bankruptcy. In finding that Bruner willfully attempted to evade or defeat tax, the Fifth Circuit applied a three‑prong test: (1) the debtor had a duty under the law; (2) the debtor knew he had that duty; and, (3) the debtor voluntarily and intentionally violated that duty.

4. 
Dalton v. I.R.S. (in re Dalton), 77 F.3d 1297 (loth Cir.1996). The Tenth Circuit agreed with the Haas opinion that the mere failure to pay alone will not bring taxes within the section 523(a)(1)(C) exception to discharge. Accordingly, in the Tenth Circuit we expect the government not to assert nondischargeability for action to evade or defeat tax unless the taxpayer fails to pay and takes some additional action such as attempting to conceal assets.

5. 
In re Zuhone, 88 F.3d 469 (7th Cir. 1996). The Seventh Circuit found that the taxpayers voluntary reduction of salary to avoid a federal wage levy qualified as action to evade or defeat tax which justified denial of discharge. In re Birkenstock, 87 F.3d 947 (7th Cir. 1996). The Seventh Circuit agreed with Haas holding that mere failure to pay taxes does not invoke the 11 U.S.C. § 523(a)(1)(C) exception to discharge. However, nonpayment coupled with a pattern of not filing tax returns or taking measures to conceal assets or income would invoke the exception. In this case, the husband used a trust to hide assets and income.

6. 
United States v. Fegeley (In re Fegeley), 118 F.3d 979 (3d Cir. 1997). The Third Circuit found that failure to file combined with failure to pay, when the taxpayer had resources to pay, would make the taxes nondischargeable. In this case as in Toti, the United States had prosecuted the debtor on criminal charges.

7. 
Tudisco v. United States (In re Tudisco), 183 F.3d 133 (2nd Cir. 1999). The Second Circuit held it did not have to decide between the approach of the courts in Haas or Bruner as the debtor's conduct in this case met either standard.

With the conflict between the circuit courts, the Supreme Court may choose to review this issue.

Gap interest and penalties

A bankruptcy court order of discharge does not discharge interest which accrues on non‑dischargeable taxes or penalties from the date the bankruptcy petition is filed until the bankruptcy stay is lifted by confirmation or otherwise. The Service can collect post‑petition interest on nondischargeable prepetition tax claims as a continuing nondischargeable personal obligation of the debtor. IRS v. Cousins (In re Cousins), 209 F.3d 38 (ist Cir. 2000) ; Ward v. Board of Ecrualization of California (In re Artisan Woodworkers), 204 F.2d 888, 891 (9th Cir. 2000); In re Gevinq, 93 D.R. 741 (Bankr. D. Wyo. 1985), aff’d sub nom Geving v. United States, 93 B.R. 742 (D. Wyo. 1986), aff’d per curiam, 89‑1 U.S.T.C.  9206 (l0th Cir. 1988).

See also, Johnson v. IRS (In re Johnson), 146 F.3d 252 (5th Cir. 1998); Bradley v. United States, 936 F.2d 707 (2nd Cir. 1991) Hanna v. United States (in re Hanna), 872 F.2d 829 (8th Cir. 1989); Burns v. United States (In re Burns), 887 F.2d 1541 (11th Cir. 1989). But see, United States v. Victor, 121 F.3d 1383 (10th Cir. 1997)(The court denied the IRS the right to collect postpetition interest on a secured claim, which also met the test for a priority claim, because the IRS had not made a claim for that interest.); Great Lakes Higher Education Cor*o. v. Pardee (In re Pardee), 193 F.3d 1083 (9th Cir. 1999) (The court would not allow the collection of post‑petition interest because the plan provided for a discharge of that interest.)

Effect of discharge on prepetition liens?

Prepetition tax liens remain legally enforceable against prepetition property even though the individual taxpayer is discharged from the underlying tax liability. See, In re Isom, 95 B.R. 148 (Bankr. 9th Cir. 1989), aff’d, 901 F.2d 744 (9th Cir. 1990). A number of courts have followed the Isom opinion including: In re Frengel, 115 B.R. 569 (Bankr. N.D. Ohio 1989); In re Beard, 112 B.R. 951 (Bankr. N. D. Ind. 1990); In re Schreiber, 163 B.R. 327 (Bankr. N.D. Ill. 1994); Quillard v. United States (In re Quillard), 150 B.R. 291 (Bankr. D. R.I. 1993); In re Fink, 153 B.R. 883 (Bankr. D. Neb. 1993).

The case law provides a mixed answer on whether the tax liens can be "stripped down" i.e. whether a debtor can pay the creditor the value of the debtor's equity in the property and then force the release of the lien. Clearly debtors cannot strip down liens in Chapter 7 cases since the Supreme Court ruling of Dewsnup v. Timm, 502 U.S. 410, 116 L. Ed 2d 903, 112 S.Ct. 773 (1992). In Dewsnup, the Supreme Court held that Section 506(d) only strips liens to the extent the underlying claim is not allowed by a bankruptcy court; section 506(d) does not strip liens simply because the claims is undersecured at the time the case is commenced. That would have the result of freezing the lien holder out of post‑petition appreciation. The Supreme Court held that such a result was not intended by Congress and suggested that it might even violate the Takings Clause. Dewsnup, 112 S.Ct. at 778‑79. The Supreme Court did not decide what legal rule should apply in other bankruptcy chapters.

It appears that debtors can have some form of lien strip down in cases under other bankruptcy chapters but the case law gives a wide variety of results on how and when. See, e.g., Harmon v. United States, 101 F.3d 574 (8th Cir. 1996). Also, creditors can impose limitations on the lien strip down through such actions as elections under 11 U.S.C. § 1111(b). See, Wade v. Bradford, 39 F. 3d 1126 (10th Cir. 1994).

Taxpayers often question attachment of federal tax liens to exempt assets. Despite the common belief of debtors that federal tax liens do not continue to attach to property exempted from bankruptcy, case law clearly holds to the contrary. DeMarah v. United States (In re DeMarah), 62 F.3d 1248 (9th Cir. 1995); Forrest v. Internal Revenue Service (In re Forrest), 98‑1 U.S.T.C. 1 50,3.01 (Bankr. 10th Cir. 1998); Straight v. First Interstate Bank (In re Straight), 207 B.R. 217, 228 (Bankr. 10th Cir. 1997). The federal tax lien attaches even to property exempt from levy by the IRS and the lien attaching to such property can provide the basis for the secured claim of the IRS in bankruptcy cases. See, In re Voelker, 42 F.3d 1050 (7th Cir. 1994); United States v.‑Barbier, 896 F.2d 377 (9th Cir. 1990)

While the Supreme Court opinion of Patterson v. Shumate, 504 U.S. 753, 119 L. Ed. 2d 519 (1992) will result in the exclusion of certain pension plans from property of the estate, a question exists as to whether this will occur when the United States has a valid notice of federal tax lien attaching to those pension rights. The judge in the case of In re Lyons, 148 B.R. 88 (Bankr. D. D.C. 1992) held that since the IRS, a creditor in the case, had a lien against the property, the debtor could not exclude it from the estate. In other cases, the debtor has asked the court to determine that the notice of federal tax lien could not attach to the pension rights but it appears this approach has uniformly failed. See, Palmore v. United States (In re Palmore), 71 A.F.T.R. 2d (RIA)‑1588 (N.D. Okla. 1993); In re Fernandez, 236 B.R. 483 (Bankr. M.D. Fla. 1999); In re Tourville, 216 E.R. 457 (Bankr. D. Mass. 1997); In re Fuller, 204 E.R. 894 (Bankr. W.D. Pa. 1997). See also, In re Saunders, 243 B.R. 847 (Bankr. S.D. Fla. 1999) in which the bankruptcy court determined it had jurisdiction under 28 U.S.C. § 1334(e) over exempt pension funds, even though not part of the bankruptcy estate, because the IRS filed a claim in the debtor's chapter 7 bankruptcy and because satisfying this claim with the debtor's exempt funds affects distribution to other creditors.

Effect of prior bankruptcy filings on discharge

Debtors sometimes file one bankruptcy petition, wait for a period of time, and then dismiss their bankruptcy case before filing a new bankruptcy proceeding. This often occurs in Chapter 13 cases. The taxpayers then argue that taxes are dischargeable under 11 U.S.C. § 523 because they have lost their priority status under 11 U.S.C. § 507(a)(8). Other debtors argue prior bankruptcy filings only extend the priority period during the time the bankruptcy stay remains in place. Circuit courts looking at this issue have come up with mixed results.

Three circuit courts have held that the bankruptcy stay of earlier bankruptcy cases does not automatically extend the priority period. In re Quenzer, 19 F.3d 163, 165 (5th Cir. 1993); United States v. Morgan (In re Morgan), 182 F. 3d 775 (11th Cir. 1999); Palmer v. United States (In re Palmer), 219 F.3d 580 (6th Cir. 2000). Each of those courts would only allow an extension of the priority period after considering the matter on a case by case basis. The Fifth Circuit wants a full development and examination of the facts. The Eleventh Circuit would extend the priority period if the equities favor the government. The Sixth Circuit would extend the priority period if the government could show debtor misconduct.

Six circuit courts have held that the bankruptcy petition and stay from a prior bankruptcy case will automatically extend the priority period. Cases from those courts include the following:

1. 
Young v. United States (In re Young), 233 F.3d 56 (1st Cir. 2000);

2. 
Waugh v. Internal Revenue Service (In re Waugh), 109 F.3d 489 (8th Cir.), cert. denied 522 U.S. 823 (1997);

3. 
In re Taylor, 81 F.3d 20 (3rd Cir. 1996); 

4. 
In re West, 5 F.3d 423 (9th Cir. 1993), cert. denied, 511 U.S. 1081 (1994);

5. 
United States v. Richards (In re Richards), 141 B.R. 751 (W.D. Okl. 1992), aff1d, 994 F.2d 763 (10th Cir. 1993).

6. 
Montoya v. United States (In re Montoya), 965 F.2d 554 (7th Cir. 1992).

The Seventh, Eighth and Ninth Circuits relied on 11 U.S.C. § 108(c) and I.R.C. § 6503 as the legal basis for extending the priority period. The Tenth Circuit rejected the argument under 11 U.S.C. § 108(c) but concluded the court had sufficient equitable authority under 11 U.S.C. § 105 to extend the priority period. The First Circuit refers to both 11 U.S.C. § 105 and  § 108 but does not state specific reliance on either section.

Collection of nondischargeable debts after discharge

The Tenth Circuit has held that while allowing the IRS to pursue its claim after the confirmation of a Chapter 11 plan admittedly conflicts with the "fresh start" policy animating the Code's discharge provisions, it is apparent that Congress made the choice between collection of revenue and rehabilitation of the debtor by making it extremely difficult for a debtor to avoid payment of nondischargeable taxes under the ]Bankruptcy Code. In re Grynberq, 986 F.2d 367, 370‑371 (10th Cir. 1993), cert. denied, 510 U.S. 812, reh’q denied, 510 U.S. 984 (1993); Depaolo v. United States (In re Depaolo), 45 F.3d 373, 377 (10th Cir. 1995) (IRS can audit and determine and assess new liabilities for nondischargeable tax period after the bankruptcy case.); Fullmer v. United States (In re Fullmer), 962 F.2d 1463, 1468 (10th Cir. 1992 (Post‑petition interest and penalties on nondischargeable tax debt survive bankruptcy as a personal liability of the debtor.); IRS v. Taylor (In re Taylor), 1.32 F‑3d 256 (5th Cir.), reh’g en banc denied, 140 F.3d 1040 (5th Cir. 1998); United States v. Gurwitch (In re Gurwitch), 794 F.2d 584 (11th Cir. 1986). See also, In re Wood, 240 B.R. 609 (C.D. Cal. 1999) in which the debtor filed a Chapter 11 bankruptcy in October, 1995. The Services' claims were untimely filed, but the debtor included unpaid taxes in his plan of reorganization. The Service did not object to the plan. Following confirmation, the Service attempted collection of the debtor's 1995 federal tax liabilities. The Service argued that because the taxes were nondischargeable under 11 U.S.C. 9 523 and a post‑petition debt, collection was proper. The debtor argued that by including provisions in his plan governing the payment of the 1995 taxes, the plan controlled their collection. The district court, overruling the bankruptcy court, found that because the debtor did not bifurcate the 1995 tax year, all of the 1995 taxes were post‑petition 

debts. The court further found that because the Service had not subjected itself to the jurisdiction of the bankruptcy court by filing timely proofs of claim, the AntiInjunction Act, I.R.C. § 7421(a), prohibits,the bankruptcy court from restraining the Service's collection efforts.


Impact of discharge on setoff rights.

Discharge does not bar a creditor, from exercising a right of setoff pursuant to 11 U.S.C. § 553 which existed when the debtor filed the bankruptcy petition. Turner v. United States (In re G. S. Omni Cor‑p.), 835 F.2d 1317 (10th Cir. 1987); Davidovich v. Welton (In re Davidovich), 901 F.2d 1533, 1539 (10th Cir. 1990); United States v. Luongo., 2000‑1 USTC $ 50,416 (N.D. Tex. 2000). See also, In re Munson, 248 B.R. 343 (C.D. Ill. 2000) (Right of setoff trumps confirmed Chapter 13 plan.) This right may have some limitations such as taking action to obtain court approval for setoff within a reasonable period of time. See, Citizens Bank of Maryland v. Strumpf (In re Strumpf), 516 U.S. 16 (1995). In Strumpf the Court ruled a bank could put an administrative hold on an account while it sought relief from the automatic stay; section 542 provided such a right and such a hold did not violate the automatic stay of 11 U.S.C. § 362.


Impact on discharge when no notice to IRS.

A bankruptcy court can deny discharge of tax liabilities when the debtor fails to give proper notice. The court did this in the case In re Hairopoulos, 193 P.R. 889 (D. Mo. 1996), aff’d 118 F.3d 1240 (8th Cir. 1997). The bankruptcy court discharge order did not discharge IRS claim against a debtor in bankruptcy for delinquent taxes, interest and penalties because the IRS did not have actual or inquiry notice of the debtor's chapter 13 plan prior to the bar date for filing claims. Although the IRS had been notified of the debtor's initial no‑asset Chapter 7 bankruptcy, it was not timely notified of the conversion of the action from Chapter 7 to Chapter 13. See also, Dawson v. Unruh (In re Dawson), 209 P.R. 246 (Bankr. 10th Cir. 1997). In the case of In re Trembath, 205 P.R. 909 (N. D. Ill. 1997), the court denied discharge of tax debts when the debtor failed to give sufficient notice of business operations for the IRS to file a claim for taxes generated by those operations.

Other examples of relief when taxpayer has given improper notice include:

1. 
Richmond v. United States, 172 F.3d 1099 (.9t' Cir. 1999).

Court gave an extension of the time for assessment.

2. 
I.R.S. v. Hildebrand, III, Trustee, 245 P.R. 287 (M.D. Tenn.

2000). When Chapter 13 debtors failed to list the Service in their schedules or otherwise provide notice of bankruptcy to the Service, the court extended the bar date for the IRS claims.


ATTORNEY FEES

In the past, when a party litigating with the Internal Revenue Service requested attorney fees, the United States had asserted that if the court awarded any attorney fees it should do so under the Equal Access to Justice Act found at 28 U.S.C. § 42412(d)(2)(A) and consistent with the provisions of I.R.C. § 7430. Some courts took this approach. See, In re Hardy, 97 F.3d 1384, 1390‑1391 (11th Cir. 1996); Jove Engineering, Inc. v. Internal Revenue Service, 92 F.3d 1539 (11th Cir. 1996). Other courts did not; usually these courts dealt with egregious instances of failure by the IRS to honor the bankruptcy stay under 11 U.S.C. § 362 or the bankruptcy discharge injunction under 11 U.S.C. § 524. In these cases the courts appear to have relied on their general authority under 11 U.S.C. § 105.

Beginning in 1996, the IRS began studying what it could do to better comply with the law on the bankruptcy stay and the discharge injunction. After gathering data and discussing options, the IRS decided in early 1998 to begin an administrative program to better comply with the law. After beginning the process to develop and implement this program, Congress took legislative action which affected these issues.

The IRS Restructuring and Reform Act of 1998 gave debtors a new procedure for claiming damages against the IRS for stay and discharge violations. Section 3102(c)(1) of the act added I.R.C. 7433(e) which provides:

(A)
 ACTIONS FOR VIOLATIONS OF CERTAIN BANKRUPTCY PROCEDURES.‑‑‑

(1) IN GENERAL.‑‑If, in connection with any collection of Federal tax with respect to a taxpayer, any officer or employee of the Internal Revenue Service willfully violates any provision of section 362 (relating to automatic stay) or 524 (relating to effect of discharge) of title 11, United States Code (or any successor provision), or any regulations promulgated under such provisions, such taxpayer may petition the bankruptcy court to recover damages against the United States.

(2) REMEDY TO BE EXCLUSIVE.‑‑

(A) IN GENERAL.‑‑Except as provided in subparagraph (B), notwithstanding section 105 of such title 11, such petition shall be the exclusive remedy for recovering damages resulting from such actions.

(B) CERTAIN OTHER ACTIONS PERMITTED.‑‑Subparagraph (a) shall not apply to an action under section 362(h) of such title 11 for a violation of a stay provided by section 362 of such title; except that

(i) administrative and litigation costs in connection with such an action may only be awarded under section 7430, and

(ii) administrative costs may be awarded only if incurred on or after the date that the bankruptcy petition is filed.

The revised statute also placed limits on the amount of damages that a judge can award. These limitations found in I.R.C. 7433(b) provide:

(b) DAMAGES.‑‑In any action brought under subsection (a) or petition filed under subsection (e), upon a finding of liability on the part of the defendant, the defendant shall be liable to the plaintiff in an amount equal to the lesser of $1,000,000 ($100,000, in the case of negligence) or the sum of‑

(1) actual, direct economic damages sustained by the plaintiff as a proximate result of the reckless or intentional or negligent actions of the officer or employee, and

(2) the costs of the action.

These statutory amendments require the taxpayer to comply with the requirements of I.R.C. § 7430 in order to receive an award for administrative or litigation costs. I.R.C. § 7430(b) prohibits the court from making such an award unless the court determines that the prevailing party has exhausted the administrative remedies available to the party within the Internal Revenue Service. The changes made by the 1998 act include a similar limitation in I.R.C. § 7433(d)(1).

Congress directed that these changes would apply to actions of officers or employees of the Internal Revenue Service after the date of the enactment of this act. See, S. Rep. No. 105‑174 and H.R. Conf. Rep. No. 105‑599. Thus, these provisions should apply to acts occurring on or after July 22, 1998, the date President Clinton signed the act.

While the heading to I.R.C. § 7433(e)(2) says "Remedy to be exclusive", it specifically permits the taxpayer/debtor to bring an action under 11 U.S.C. § 362, "except that‑(i) administrative and litigation costs in connection with such an action may only be awarded under section 7430.11 This creates an interesting interplay between past case law and the revised statute.

Even with the change in the law, a debtor can bring an action for stay violation under 11 U.S.C. § 362(h) which provides:

An individual injured by any willful violation of a stay provided by this section shall recover actual damages, including costs and attorneys, fees, and, in appropriate circumstances, may recover punitive damages.

To the extent the actual damages constitute administrative and litigation costs defined in I.R.C. § 7430, the ' court must award the damages under section 7430 because of new statutory requirements of I.R.C. § 7433(e)(2). We cannot tell why Congress left open the action under 11 U.S.C. § 362(h) as the legislative history fails to provide any explanation on this point. S. Rep. No. 105‑174. It appears that a debtor could obtain appropriate relief under the terms of I.R.C. H 7433 and 7430 without reliance on 11 U.S.C. § 362(h). One possible distinction is that if the debtor brought his action under section 362(h), he may not have to have exhausted administrative remedies.

Prior case law applying 11 U.S.C. § 362(h) had made a distinction between actions brought by individuals and actions brought by other debtors. Some courts have held that only an individual can bring an action under section 362(h). See, Sosne v. Reinert & Durree P.C. (In re Just Brakes Corporate Systems., Inc.), 108 F.3d 881, 884 (8th Cir. 1997); Jove Engineering, Inc. v. Internal Revenue Service, 92 F.3d 1539, 1552‑53 (11th Cir. 1996); Johnston Environmental Corp. v. Knight (In re Goodman), 991 F.2d 613, 619 (9th Cir. 1993); In re Chateaugay Corp., 920 F.2d 183, 186‑187 (2d Cir. 1990). Other courts have held that non‑natural debtors such as corporations and partnerships can bring an action under section 362(h). See, In re Atlantic Business and Community Corp., 901 F.2d 325 (3d Cir. 1990); Budget Service Co. v. Better Homes of Va., Inc., 804 F.2d 289 (4th Cir. 1986). This may require non‑natural debtors in some circuits to pursue attorney fees against the IRS strictly under I.R.C. § 7430 and 9 7433.

As I.R.C. §§ 7430 and 7433 require a taxpayer to first exhaust administrative remedies before proceeding with a court request for attorney fees, you should know generally how to go about this. Announcement 98‑89, Bulletin No. 1998‑40, 1998‑2 C.B. 458 (Oct. 5, 1998) provided information on the implementation of initial administrative procedures; see attached copy. Each IRS office should now have persons with some basic ability to recognize bankruptcy issues and forward cases promptly on to persons designated to deal with issues of stay violation or violation of bankruptcy discharge. These procedures require the IRS to make prompt efforts to resolve any stay violation and to make administrative determinations on any requests for attorneys fees or damages. See attached copies of IRM 5.9.2.4.1 and 5.9.2.5.1. If the IRS proposes to deny a request for attorneys fees or damages or if the amount of the request exceeds $1,000, a District Counsel attorney will review the request and provide an opinion to the IRS on the merits of the claim.


PUNITIVE DAMAGES

In 1994, Congress limited the ability of Bankruptcy Courts to award punitive damages against the United States by amending 11 U.S. C. 9 10 6 (a) (3).
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