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Tax Considerations In Bankruptcy

By Dan Morgan, I.R.S. Bankruptcy Specialist
Editor’s Note: Dan Morgan is an Eastern District
of Washington treasure. He has been working in
the bankruptcy tax field since the late 1980s. He is
always ready to answer questions or work through
cases. He is the first person one should call when a
tax problem or dilemma surfaces. He stated that the
most frequent asked questions from attorneys deal-
ing with bankruptcies have to do with Chapter 1ls
and tax liens. This article consists of the materials
from his presentation at the Fall Bankruptcy Seminar
organized by the Bankruptcy Bar Association for the
Eastern District of Washington. He also addresses the
shortened tax year in Section D.

A. The Federal Tax Lien (FTL) in bankruptcy

1. Since the trustee qualifies as ahypothetical bona fide
purchaser and judicial lien creditor, the FTL by itself is

Fall Seminar: Success

Sixty-one people attended the Bankruptcy Bar Associa-
tion’s Fall Seminar at the Gonzaga University School of
Law in Spokane. Topics covered ranged from informa-
tion about the U.S. Court’s Library, through trial tactics,
to means testing. Thanks to faculty members James
Murray, James Perkins, Nancy Isserlis, Dan Morgan,
Richard J. Hayden, Robert Miller, Kevin O’Rourke,
Stephen Matthews, Ian Ledlin, Honorable Patricia C.
Williams, Honorable Frank L. Kurtz, Honorable John
A. Rossmeissl, Bev Benka, Mike Todd, and Joseph
Harkrader. Also thanks to Brent Sorenson, Kevin
O’Rourke, and Ian Ledlin for their work on the plan-
ning committee, and special thanks to Lisa McBride
for her excellent work in chairing this event.

not sufficient to attach to pre-petition assets of the estate
as it would outside of bankruptcy. Without an NFTL,
the taxes are either unsecured priority or unsecured
general in their classification for claim purposes.

2. It is the position of the IRS that the FTL does
attach to excluded assets, however.

3. Taxes may be general unsecured and still be non-
dischargeable.

B. The Notice of Federal Tax Lien (NFTL)
in bankruptcy
1. The pre-petition NFTL attaches to all pre-petition
assets of the debtor and the bankruptcy estate and is
not limited by the property exempted from levy under
the IRC (U.S. v Barbier, 896 F.2d 377 (9" Cir. 1990)).
The NFTL and certain unsecured non-dischargeable
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Tax Considerations In Bankruptcy cont’'d

taxes (priority taxes, for example) attach to the debtor’s
exemptions such as the homestead exclusion (see
Bankruptcy Code (BC) Sec. 522(c)(1) and (2)).

2. The NFTL does not have to be released, even for
discharged taxes, as the pre-petition property is liable
for the secured debt. In Re Isom, 901 F.2nd 744 (9"
Cir. 1990).

3. A NFTL is not an avoidable lien (see BC Sec.
545(2)).

4. The NFTL recorded within ninety days of the
petition is not a preference (see BC Sec. 547(c)(6)).

Since the NFTL amount is limited to the equity in
assets, the IRS will voluntarily reduce its secured claim
to the equity in assets of the debtor and the estate once
the values are determined. Otherwise an objection to
claim will be needed.

C. Bankruptcy Abuse Prevention and

Consumer Protection Act (BAPCPA)

Filing and staying current on post-petition taxes
has become more important for debtors in all Chapters
in order for them to obtain their discharge, and avoid
conversion or dismissal (see BC Sections 521(f) and
(j); 1112(b)(@)(1)), and 1116(6)).

Chapter 13 “super-discharge” provisions have been
replaced with discharge provisions that are more simi-
lar to the discharge provisions in Chapter 7, 11 and
12 for individuals. The result is that taxes that are not
required to be paid in the plan may not be discharged,
along with the post-petition accruals.

Chapter 11 plan requirements have changed due to
BAPCPA.

1. Section 1125 requires a discussion of the poten-
tial Federal tax consequences of the plan to the
debtor.

2. Section 1129(a)(9)(C ) and (D) requires:

a) Amortized payments in regular installments
for priority and secured taxes within five years
of the petition date.

b) The interest rate is the IRC 6621 rate at the
time the plan is confirmed.

3. Government entities are not required to file Ad-
ministrative Claims under BC Section 503(b)(1)(D).

Individuals in Chapter 11 now get their discharge
upon completion of all payments required under the
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plan. The IRS will argue this should not be granted
unless all post-petition and pre-discharge taxes are
paid in full. Remember that under the decision in
Artisan Woodworkers (2004 F.3d 888), any penalty
and interest related to non-dischargeable taxes not
paid under the plan are not dischargeable and will be
due after completion of the plan.

D. Income Tax Issues For Individuals

in Bankruptcy

IRC Section 1398 determines the treatment of in-
come for the individual and the estate in Chapters 7
and 11. The Bankruptcy Estate and the Individual are
separate taxable entities. The Estate reports its income
on a Form 1041 while the individual reports their in-
come on Form 1040. This Section allows individuals
to elect to shorten their income tax year at the time
of the petition. This may allow taxes to be claimed
by the IRS for payment that would not be claimable
otherwise in asset cases. Section 1398 also covers the
treatment of income that is discharged in bankruptcy.
IRS Publication 908, The Bankruptcy Tax Guide,
discusses these provisions in detail.

BAPCPA added Bankruptcy Code Section 1115 for
individuals. In addition to property in Section 541,
post-petition property acquired by the debtor,
and post-petition earnings from services are now
property of the estate until the discharge is entered.
In addition, Section 1123 requires the plan be funded
from post-petition personal service and other future
income from individuals.

This has resulted in income now being taxable to the
estate that would not previously have been taxable to
it prior to BAPCPA. The 1040 Instructions for 2007
indicate that income taxable to the estate includes: (1)
all wages and other income from the performance of
services earned after the bankruptcy filing and (2)
all rents, dividends, and other income from property
acquired after the filing.

Since IRC Section 1398 has not been changed, the
IRS issued Notice 2006-83. (Note: Publication 908 has
not been updated with these changes at this time.) It
provides further guidance by the IRS on the taxation
on individuals and estates. There are special rules
concerning self-employment tax, and the allocation
of income and income tax withholding between the
individuals and the estate. This Notice is reprinted for
your reference on Page 20.



From the Clerk

By Beverly A. Benka

Bankruptcy Statistics

Although many bankruptcy districts are experiencing
foreclosure surges leading to large filing increases,
the Eastern District of Washington continues a steady,
moderate growth curve. On the national level through
October, filings are up about 33% over the same period
last year. October marked the first month since the 2005
BAPCPA changes that more than 100,000 cases were
filed and cases are on track to top one million for the
year. Locally, filings through November are about 22%
higher than the same period last year. For the year, fil-
ings are expected to reach about 5500, which will be
roughly half of 2005 totals. Twenty Chapter 11s have
been filed through November of this year compared to
fourteen last year at this time. Four Chapter 12s have
been filed compared to two last year. Chapter 13s cur-
rently represent about 22% of the Eastern District filings
and Chapter 7s 78%. A comparison of cases per capita
indicates that for the 12-month period ending June 30,
2008, there were 3.38 filings per 1,000 nationally, and
in Washington that number was 3.04.

New Court Staff

Tom Akin is the newest member of
the court and has assumed the role of
Information Technology Manager. Tom
recently made the transition to the court
from Eastern Washington University,
where he served as an IT Manager
specializing in telecommunications,
data networking, and many other cus-
tomer service systems. He has also served as a project
manager in the high-tech sector, as a principal systems
engineer with the Boeing Company, and completed a
career with the U.S. Air Force. Tom has a Master’s
in Computer Resources and Information Technology
Management.

New and Amended Local Rules

In 2008 the Bankruptcy Judges approved several rule
changes recommended by the Advisory Committee.
The full text of the rules, the redlined versions, and the
orders adopting the rules are available on the court’s
web site. There are a few changes of special note.

* LBR 2004-1. LBR 2004-1 now requires in all in-
stances that a motion for a 2004 examination include a
certification that the movant has coordinated the time
and place with the person to be examined or specifies
why it is impossible to do so.

*LBR 3022-1.The amendments to LBR 3022-1 reduce
the time in which the Clerk may file the final decree in
a Chapter 11 case from twenty to seven days.

* LBR 4001-2. LBR 4001-2 now requires a trustee or
debtor in possession desiring to use, sell, or lease cash
collateral to file and serve a motion, with the proposed
order as an attachment, unless the consent of each entity
having an interest in the cash collateral is obtained.

* LBR 6004-1. The amendments to LBR 6004-1 add
to the list of information that must be included in a
notice of motion to sell estate property free and clear
of interest.

* LBR 7056-1. A new section added to LBR 7056-1
establishes a requirement and procedure for a status
conference upon the filing of a motion for summary
Jjudgment.

* LBR 9010-1. LBR 9010-1 now requires an attorney
who wishes to withdraw from a case or adversary pro-
ceeding to obtain an order of the court approving the
withdrawal.

*LBR 9018-1. The amendment to LBR 9018-1 provides
for disposition of any documents remaining under seal
at the time the case is closed.

* LBR 9037-1. New LBR 9037-1 establishes a pro-
cedural remedy for cases in which documents have
been filed which fail to comply with the requirements
of FRBP 9037.

Suggestions for local rules additions, deletions, or
changes are always welcomed and should be sent to
Clerk of Court, U.S. Bankruptcy Court, P.O. Box 2164,
Spokane, WA 99210-2164 or to localrulecomments@
waeb.uscourts.gov.

Advisory Committee Membership

Two recent openings on the court’s Standing Advisory
Committee have been filled. The Panel Trustee represen-
tative is Van Culpepper from Yakima and the Lawyer
Representative from out of the district is Laurin Schweet
from Mercer Island. Both positions are for two-year
terms. There will be four lawyer representative positions
open in June—one representing each of the following

Continued on Page 4
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From the Clerk (cont'd)

interest groups: business creditors, business debtihational Guard and Reservists Debt
consumer creditors, and consumer debtors. Relief Act of 2008

The committee was formed to provide advice and ) _ )
comment to the court on matters such as local ruf@8 October 20, 2008, theresident signeublic Law

practices, and proceduréBhe committee meets at110-438, which provides a temporary exclusion from
least annually to coincide with the annual seminar @ Means test fdvational Guardsmen andeserv

the Bankruptcy BaAssociationAdditional meetings ists called to active duty or homeland defense activity
are scheduled as necessary. afterSeptember 11, 2001, for at least 90 dayse new

If you would like further information or would liket€mporary exclusion would last for the period that the
to nominate yourself or another, please send your §@lifying debtor is on active duty or is performing a
quiry or nomination no later than March 31Cierk of homeland defense activity, and for 540 days thereafter.
Court,U.S. BankruptcyCourt,PO. Box 2164Spokane, 1ne amendment to § 707(b)(2)(D) of the Bankruptcy

WA, 99210-2164 or via facsimile to 509-458-24fe Code was effective on December 19, 2008, 60 days

nomination letter should include a brief biographic&fter it was signed by theresident, and will apply in
es pled during the ensuing three years. An interim

sketch of the nominee and indicate the interest gré@p _
the nominee is seeking to represent. federal bankruptcy rule and an amended Ofpcial Form

22A, Statement o€Current Monthiyincome and Means
Redundant Paper Eliminated TestCalculation are a}nticipatem addition, bankruptcy

_ software vendors will be made aware of tfet. A

As contemplated byABP 9036, the court is no longer
sending notices and signed orders to attorneys-regi¢mestic Support Obligations
tered asCM/ECF users in a redundant paper form A
All notices and signed orders, with the exception cﬁ‘ HUWLAFDWLRQ
the Notice of Bankruptcy Filing, Meeting @reditors The Chapter 13 cases pled shortly after the effective
and Deadlines (commonly known as the 341 notigiyte of BAPCPA should be nearing the end of the

andNotice of Conversion taTrustee, are now sent visterm of the planAs soon as practicable after the last

e-mail transmission. payment is made in a case, the debtor(s) must certify
that domestic support obligations have been paid as set
Electronic Service of Notice forth in 11U.S.C. § 1328(a). LR 2083(t) requires that

: . ocal Form 2083-180, DomesticSupportObligations
The Aavisory Committee recently approved amend&ertibcate, be used. It is anticipated LBR 2083(t) will

f[ojoin the other bankruptc_:y COP“S in misnt_h Circuit . DomesticSupport, effective December 1, 2008.the
in allowing service of notice via electronic transmis. .- time. the d ébtor may use either fo’rm '

sion to parties who are registered participants in the

CM/ECF systemThe proposed rule also provides th . .

the court’s)ll\lotice of Fliilegtronic Filing r(IIgF) is the ﬁersonal Fmanc'_al Management

equivalent of service of the pleading or other paper &Purse and Closing Cases

prst-class mail. This will eliminate redundant paper FRBP 1007(b)(7) requires individu€hapter7 and 13

notices for recipients of the notice and effectuate a cagbtors to ple a statement regarding completion of a

savings for those sending notiBkease note service ofcourse in personal pnancial management. Sub-paragraph

a summons and complaint is governed BBP 7004 (c) requires that the certipcate be pled within 45 days

and neither may be served via electronic transmissigfier the prst date set for the meeting of creditors in a

It is anticipated the court will adopt the amended rufhapter7 case and no later than the last plan payment

with an effective date of March 1, 20@8ase monitor in a Chapter 13 case. If the certipcate has not been pled

the announcements on the court's web site for furthithin the time frame allowed, it is the practice of the

information. Clerkés ofpce to send a notice to the debtor, debtorfs
attorney, case trustee and th&. Trustee advising that
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