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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 dealing with bankruptcies have to do with Chapter 11s
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 a hypothetical bona fide
purchaser and judicial lien creditor, the FTL by itself is

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 nondischargeable.
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 (9th Cir. 1990)).
The NFTL and certain unsecured non-dischargeable

Sixty-one people attended the Bankruptcy Bar Association’s Fall Seminar at the Gonzaga University School of
Law in Spokane. Topics covered ranged from information 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 planning committee, and special thanks to Lisa McBride
for her excellent work in chairing this event.
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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 (9th
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)(4)(I)), and 1116(6)).
Chapter 13 “super-discharge” provisions have been
replaced with discharge provisions that are more similar 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 potential 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 Administrative 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 income 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 income 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.
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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, filings 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 currently 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

• LBR 2004-1. LBR 2004-1 now requires in all instances 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
judgment.
• LBR 9010-1. LBR 9010-1 now requires an attorney
who wishes to withdraw from a case or adversary proceeding 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 procedural 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.

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 customer 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 Advisory Committee Membership
Management.
Two recent openings on the court’s Standing Advisory
Committee have been filled. The Panel Trustee represenNew and Amended Local Rules
tative is Van Culpepper from Yakima and the Lawyer
In 2008 the Bankruptcy Judges approved several rule Representative from out of the district is Laurin Schweet
changes recommended by the Advisory Committee. from Mercer Island. Both positions are for two-year
The full text of the rules, the redlined versions, and the terms. There will be four lawyer representative positions
orders adopting the rules are available on the court’s open in June–one representing each of the following
web site. There are a few changes of special note.
Continued on Page 4
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interest groups: business creditors, business debtors,
consumer creditors, and consumer debtors.
The committee was formed to provide advice and
comment to the court on matters such as local rules,
practices, and procedures. The committee meets at
least annually to coincide with the annual seminar of
the Bankruptcy Bar Association. Additional meetings
are scheduled as necessary.
If you would like further information or would like
to nominate yourself or another, please send your inquiry or nomination no later than March 31 to Clerk of
Court, U.S. Bankruptcy Court, P.O. Box 2164, Spokane,
WA, 99210-2164 or via facsimile to 509-458-2451. The
nomination letter should include a brief biographical
sketch of the nominee and indicate the interest group
the nominee is seeking to represent.

Redundant Paper Eliminated

As contemplated by FRBP 9036, the court is no longer
sending notices and signed orders to attorneys registered as CM/ECF users in a redundant paper form.
All notices and signed orders, with the exception of
the Notice of Bankruptcy Filing, Meeting of Creditors
and Deadlines (commonly known as the 341 notice)
and Notice of Conversion to Trustee, are now sent via
e-mail transmission.

Electronic Service of Notice

The Advisory Committee recently approved amendments to LBR 2002-1 which paves the way for the
bankruptcy court for the Eastern District of Washington
to join the other bankruptcy courts in the Ninth Circuit
in allowing service of notice via electronic transmission to parties who are registered participants in the
CM/ECF system. The proposed rule also provides that
the court’s Notice of Electronic Filing (NEF) is the
equivalent of service of the pleading or other paper by
first-class mail. This will eliminate redundant paper
notices for recipients of the notice and effectuate a costsavings for those sending notice. Please note service of
a summons and complaint is governed by FRBP 7004
and neither may be served via electronic transmission.
It is anticipated the court will adopt the amended rule
with an effective date of March 1, 2009. Please monitor
the announcements on the court’s web site for further
information.
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National Guard and Reservists Debt
Relief Act of 2008

On October 20, 2008, the President signed Public Law
110-438, which provides a temporary exclusion from
the means test for National Guardsmen and Reservists called to active duty or homeland defense activity
after September 11, 2001, for at least 90 days. The new
temporary exclusion would last for the period that the
qualifying debtor is on active duty or is performing a
homeland defense activity, and for 540 days thereafter.
The amendment to § 707(b)(2)(D) of the Bankruptcy
Code was effective on December 19, 2008, 60 days
after it was signed by the President, and will apply in
cases filed during the ensuing three years. An interim
federal bankruptcy rule and an amended Official Form
22A, Statement of Current Monthly Income and Means
Test Calculation are anticipated. In addition, bankruptcy
software vendors will be made aware of the Act.

Domestic Support Obligations
Certification

The Chapter 13 cases filed shortly after the effective
date of BAPCPA should be nearing the end of the
term of the plan. As soon as practicable after the last
payment is made in a case, the debtor(s) must certify
that domestic support obligations have been paid as set
forth in 11 U.S.C. § 1328(a). LBR 2083(t) requires that
Local Form 2083-1DSO, Domestic Support Obligations
Certificate, be used. It is anticipated LBR 2083(t) will
be amended in light of new Procedural Bankruptcy
Form B283–Chapter 13 Debtor’s Certificate Regarding
Domestic Support, effective December 1, 2008. In the
meantime, the debtor may use either form.

Personal Financial Management
Course and Closing Cases

FRBP 1007(b)(7) requires individual Chapter 7 and 13
debtors to file a statement regarding completion of a
course in personal financial management. Sub-paragraph
(c) requires that the certificate be filed within 45 days
after the first date set for the meeting of creditors in a
Chapter 7 case and no later than the last plan payment
in a Chapter 13 case. If the certificate has not been filed
within the time frame allowed, it is the practice of the
Clerk’s office to send a notice to the debtor, debtor’s
attorney, case trustee and the U.S. Trustee advising that
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the intention of the court is to close the case without a
discharge. Should the case be closed without a discharge,
it must be reopened to resolve any pending issues. The
procedure for reopening cases is found in LBR 50101. After the case is reopened, the court can entertain a
motion and an order to reconsider the order directing
closing of a case without a discharge. There is no notice
requirement for the motion to reconsider.

CM/ECF Upgrades

Version 3.2 of CM/ECF was installed in May and increased functionality. Few problems have been reported
by local users, although some using the Internet Explorer
browser may have experienced a reduction in speed. If a
user is experiencing slowness, the browser cache can be
increased and the browser cache set to “automatic.” If it
is set to “never” each page will load separately, making
Order Submission Process to be
the application slow. If PDF headers are not desired, the
option should be unchecked in the User Maintenance
Streamlined
Currently, the submission of a proposed order is a two- menu. If a user does not receive a payment receipt for
step process. A party desiring that a proposed order some reason, receipts can be viewed in Utilities/Your
be entered must file a Request for Entry of Order and Account/Internet Payment History.
Version 3.3 of the electronic filing software is
submit the order separately. The court has developed a
new software program which will allow the Request for scheduled for release February 13, 2009, 5:00 a.m. to
Entry of Order and the proposed order to be filed as one 7:00 a.m. The major reason for the release is to provide
document. The Request for Entry will serve as a cover approximately 45 additional data elements requested by
sheet to the proposed order. The proposed order will the Executive Office of the U.S. Trustee so that it can
appear on the docket (behind the Request for Entry) and comply with statutory duties under BAPCPA. If petition
parties to the case will receive a Notice of Electronic
preparation software is used, the process should be no
Filing (NEF) when the Request for Entry with the
more time-consuming than the current case opening
proposed order is filed. Parties will also receive a NEF
upon disposition of the order–whether that be entry of process as the data from the schedules is electronically
the order or a notice that the order has been returned copied to CM/ECF. The petition preparation software
unsigned to the presenting party. It is anticipated the companies participated in Release 3.3 testing by using
new process will be implemented February 2. Please their upgraded software to open cases and automatically
monitor the announcements on the court’s web site for complete the new data collection screens. Other changes
additional information.
include a modified trustee’s report of no distribution to
meet BAPCPA data requirements and separate disposiPrivacy Protection
tion dates for joint debtors in the docket display.
The new privacy provisions of FRBP 9037 require
that social security numbers, names of minor children, Court Staff Member Selected
birth dates, and account numbers be redacted by the For National Working Group
filer. All documents should be reviewed for compliance
Denise Schuster, the court’s CM/ECF Analyst, has been
with the privacy provisions. A recent check of 44 Payselected to participate in a working group formed by
ment Advices indicated that nine of them included full
the Administrative Office of U.S. Courts to address the
social security numbers. Newly adopted LBR 9037-1
long-term future of electronic filing. A new electronic
provides a remedy for cases in which documents have
filing system will eventually result, providing the user
been filed which fail to comply with the requirements
community with additional functionality and enhanceof FRBP 9037.
ments. During the next year, members of the working
Another aspect of the privacy provisions affects
group will be consulting with all CM/ECF stakeholders
transcripts. If case parties do not purchase a transcript
to draft requirements documents in the initial planning
from the transcriber, there is a 90-day access restriction
for the Future of Bankruptcy CM/ECF Project. More
during which time the transcript can be viewed only
information will be forthcoming about how and when
from the court’s public computers.
user input will be sought.
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CM/ECF Account Information

The court uses the information provided in users’ ECF
accounts to contact them and disseminate information.
With the court’s recent change to eliminate redundant
paper forms of its notices sent to attorneys, it highlighted
the importance of user accounts containing current
information as to phone numbers and physical and email addresses. Therefore, it is important for users to
make sure their accounts are up-to-date at all times.
Anytime there are changes in an office, ECF accounts
should be reviewed to be sure the data is correct including accounts in other courts or districts. To verify user
account information, log into CM/ECF and go to the
Utilities menu. From there, under the Your Account
heading, click Maintain Your ECF Account. The User
Account screen appears and contains address, phone,
and fax number data. Click the “Email information”
button and the E-mail information screen appears. It
displays e-mail addresses and preferences. In order to
save changes, click the Submit button from the User
Account screen and the Next button on the following
screen. Using the Back button in a browser will not save
the changes. Maintaining ECF accounts is a benefit to
the court and users in providing efficient and accurate
sharing of information.

CM/ECF Training

On-line training is available on the court’s web site
by clicking on Electronic Filing, then Interactive ECF
Training. Individual modules cover a variety of subjects, ranging from logging in to filing a document. The
modules are designed for new and experienced users.
There is also a little-known publication on the court’s
web site which users may find helpful in managing the
notices of electronically filed documents. At the court’s
web site, click on Electronic Filing and scroll down to
Managing ECF E-Mail.

used by debtors to certify that they have complied with
one of the requirements for a discharge in Chapter 13
cases. The Notice to Individual Consumer Debtor (B201)
has been amended to advise debtors that FRBP 4002
requires the debtor to notify the court of any changes
in the debtor’s address. The amended form also states
that joint debtors who list the same mailing address on
the bankruptcy petition will generally receive a single
copy of each notice mailed from the bankruptcy court
in a jointly-addressed envelope.
The following mandatory Official Forms were replaced
with fillable versions: Individual Debtor’s Statement of
Compliance with Credit Counseling (B1, Exhibit D),
Chapter 7 Individual Debtor’s Statement of Intention
(B8), Proof of Claim (B10), and Debtor’s Certification
of Completion of Post-petition Instructional Course
Concerning Financial Management (B23). There are
four new mandatory Official Forms: Plan of Reorganization in Small Business Case under Chapter 11 (B25A),
Disclosure Statement in Small Business Case under
Chapter 11 (B25B), Small Business Monthly Operating Report (B25C), and Periodic Report Regarding
Value, Operations and Profitability of Entities in which
the Debtor’s Estate Holds a Substantial or Controlling
Interest (B26).

Proposed Amendments
to Federal Rules

The Judicial Conference Advisory Committees on the
Appellate, Bankruptcy, Civil, Criminal, and Evidence
Rules have proposed amendments to their respective
rules and requested that the proposals be circulated
to the bar for comment. The proposed amendments,
rules, and committee reports explaining the proposed
changes and other information are posted on the Judiciary’s Federal Rule-making web site at http://www.
uscourts.gov/rules. The public comment period ends
on February 17, 2009.
New National Forms
There are several proposed new rules and amendThere are a number of new and amended national forms ments to the Federal Rules of Bankruptcy Procedure.
that were effective as of December 1, 2008. The forms The proposed amendment to Rule 1007 extends the
are available via a link on the court’s web site or directly time for individual debtors in a Chapter 7 case to file
at http://www.uscourts.gov.
the statement of completion of a personal financial
There are two changes to the optional Procedural management course. The proposed amendment to Rule
Bankruptcy Forms. The Chapter 13 Debtor’s Certificate 1019 provides a new time period to object to a claim of
Regarding Domestic Support (B283) is new and may be exemption when a case is converted to Chapter 7 from
6 • EWB NOTES XX.1 • january 2009
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Chapter 11,12, or 13, unless the conversion occurs more
than one year after the first order confirming a plan
(even if later modified) or unless the case was previously
pending under Chapter 7 and the objection period had
expired in the original Chapter 7 case. Amended Rule
4004 sets a new deadline for filing an objection to a
debtor’s discharge on the ground that the debtor had
earlier received a discharge. The amended rule also
prevents the entry of a discharge in Chapter 11 and 13
cases until the debtor files a statement of completion of
a personal financial management course.
Rule 5009 is amended to require the clerk to provide
notice to individual debtors in Chapter 7 and 13 cases
that their case may be closed without the entry of a
discharge if they fail to file a timely statement that they
have completed a personal financial management course.
Under the proposed amendment to Rule 7001, a party
may, in a motion only and not in a complaint, object to
a discharge on the ground that the debtor had recently
been granted a discharge in an earlier case. Proposed
new rules 1004.2 and 5012 as well as amendments to
rules 1014, 1015, 1018, 5009, 5012, and 9001 relate to
cases filed under Chapter 15. There are also proposed
amendments to Rules 1007 and 1018 which affect involuntary petitions.
The proposed changes to Federal Rules of Civil Procedure 26 and 56 will also be of interest to bankruptcy
practitioners. These rules are applicable in adversary
proceedings by FRBP 7026 and 7056, respectively. The
proposed amendment to Rule 26(a)(2) requires the party
(not the expert witness) to disclose the subject matter
of the expected expert testimony and a summary of the
expected facts and opinions. The proposed amendments
to Rule 26(b)(3)(A) and (B) limit discovery of drafts of
expert disclosure statements or reports and communications between expert witnesses and counsel regardless
of form, with certain exceptions.
The proposed amendments to Rule 56 are intended to
improve the procedures for presenting and deciding summary judgment motions. The proposed rule requires that
unless the court orders a different procedure in a case,
a party moving for summary judgment must submit a
statement of facts (in a specified format) it asserts are not
in genuine dispute and entitle it to summary judgment.
The party opposing the motion must file a response to

the statement that addresses each fact. The statement and
the response are separate from the briefs. Comment is
especially sought on whether to retain the current language carrying forward the present Rule 56 language
that a court “should” grant summary judgment when the
record shows that the movant is entitled to judgment as
a matter of law, recognizing limited discretion to deny
summary judgment in such circumstances.

New Telephone System for Court

The court installed a new telephone system in December which adds increased capability and provides
better service to our constituents. The number for the
Spokane office is 509-458-5300 and the number for the
Yakima office is 509-576-6100. Numbers for specific
case administrators can be found on the court’s web
site. Calls from the court will display as “US Courts”
for those that have caller ID. There will be a referral
message on the previous telephone numbers for a period
of time to allow for an orderly transition.
Deputy Clerks Shannon O’Brien, Dianna Cunningham, and Kerrie Landrum contributed to this article.

Submission Guidelines

Attention to these guidelines will save time and
money in the production of NOTES:
•	Always use “Title Case” for headlines and section headers, never “ALL CAPS.”
•	Never use tabs or spaces to indent.
•	Only one space after period (.) or colon (:); only
one Return at the end of each paragraph.
• Proof-read carefully.
• Save in Word (.doc) format (but NOT Word
2007). If you use WordPerfect, save as .rtf.
•	For extra safety, ZIP file before sending.
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Transition: Joseph A. Esposito (1941-2008)
By John W. Campbell
Our friend and colleague, Joe Esposito, unexpectedly
passed away on May 30, 2008. Joe is survived by his
wife Joyce, daughters Kate (husband Anthony), Mollie
(husband Warren), Jill, Sarah Jo (husband Mark), and
Amy (husband Colin), six grandchildren, and many
other extended family members. Joe is also survived by
a large network of partners, associates, colleagues and
friends within the eastern Washington legal community,
many of whom are members of this Bankruptcy Bar.
Following military service and his graduation from
Gonzaga Law School in 1969, Joe began his legal career
in Spokane. Joe had a broad-based business practice
emphasizing business formation and litigation, estate
planning, and bankruptcy. The great majority of Joe’s
years in practice were shared with former partners
Richard George and John Campbell, as well as Bill
Tombari (1945-2003), Jim Topliff, Dan O’Rourke and
Kevin O’Rourke. Most recently, Joe was of council at
Evans, Craven & Lackie.
As early as 1972, Joe was appointed by then Referees
Kerley and Hanel as trustee in individual bankruptcy
cases. As a result of the enactment of the Bankruptcy
Code in 1978, Joe was appointed as a Chapter 7 panel

trustee in 1979. He retained that position until June
of 2007 when he resigned in anticipation of semiretirement. Joe’s long standing as a Chapter 7 trustee
made him a familiar friend or adversary to every
bankruptcy practitioner in eastern Washington as well
as a mentor to many bankruptcy attorneys presently
in active practice.
While the achievements of Joe’s legal career merit
recognition, it was Joe’s personal qualities of warmth,
generosity, fairness and humor that he will be most
remembered for. Joe was dedicated to his law practice
and all with whom he worked. He supported and guided
those who called upon him for support and guidance.
He volunteered time and effort to numerous charitable
and legal organizations. Because of his sense of humor,
he was a constant source of entertainment for both
friend and foe. And because of his interest in hunting,
skiing, fishing, golfing, reading, cooking, and law, he
was always a reliable source of information.
Joe will be greatly missed, especially by those who
had the pleasure of not only working with him, but
were fortunate enough to call him their friend.
A job well done, Joe.
Your former law partners

Chapter 13 Trustee’s Report
By Mike Todd, Attorney for the Chapter 13 Trustee
As some of you may be aware, Stephanie Carter
recently earned her Bachelor’s Degree from Eastern
Washington University and has taken a position
with Washington Trust Bank. The Trustee’s office is
pleased to announce that Amanda Nelson has recently
joined this office and has assumed Stephanie’s duties
handling case set up. While we miss Stephanie, we
wish her all the best with her new career.
For the fiscal year ending September 30, 2008,
the Office of The Chapter 13 Trustee disbursed
approximately $25.6 million. This included $13.3
million to secured creditors, $1.4 million to priority
creditors, $7.4 million to unsecured creditors, and
approximately $1.5 million to debtor attorneys. For
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the month of October 2008, the first month of the
new fiscal year, the Chapter 13 Trustee disbursed
approximately $2.2 million, of which $1.3 million
was disbursed to secured creditors, $114,000 to
priority creditors, $528,000 to unsecured creditors
and $142,000 to debtor attorneys. While the total
disbursements for the fiscal year ending September 30, 2008 represent a decrease of 8% over the
previous fiscal year, the October 2008 figures represent an increase of 20% over the same month in
2007. The office currently has approximately 3,253
active cases. As of the end of October 2008 there
were approximately 401 unconfirmed Chapter 13
cases, of these only 23 were more than 90 days past
their meeting of creditors.

U.S. Trustee’s Notes

By Gary W. Dyer, Acting Assistant U.S. Trustee
(Spokane)

New Tri-Cities Chapter 7 Trustee

for small business cases is mandatory for cases filed
on or after December 1, 2008. It is on the court’s web
site. The form is in plain English, and is fairly selfexplanatory. If the debtor has a workable accounting
system, the form permits appropriate reports to be
added as attachments.
In Chapter 11, the national forms, B25A and 25B,
for a plan of reorganization and disclosure statement
are available. These forms are not mandatory but they
are useful for appropriate coverage of the requirements
of Title 11. The forms provide the boilerplate statutory
language leaving counsel to fill in the blanks and attach
the appropriate exhibits.
In Chapter 11, for all the off-book special vehicle entities and non-debtor entities related to your Chapter 11,
the Periodic Report Regarding Value, Operations, And
Profitability of Entities in Which The Estate of [Name
of Debtor] Holds A Controlling Interest, Form B26, has
been added. The instructions provide the definitions for
the form and the attachments required for the reporting.
Simply put, if the debtor holds 20% interest in equity or
ownership, it is presumed to hold a controlling interest.
If “control” is otherwise factually shown, the report may
be required. The form must be filed 5 days before the
meeting of creditors and semi-annually thereafter. See
Rule 2015.3. The issue of “control” may be a factual
issue subject to litigation, or the debtor may find that
owning 20% does not mean it is in control. However,
the law and rule appear to have some flexible language
for purposes of compliance where the debtor may
provide the information it can acquire pursuant to its
ownership or interest rights. (GWD)

Jan Armstrong will be the Chapter 7 trustee in TriCities cases beginning January 1, 2009. Greg Beeler
will retire from his trusteeship at the end of December
but will finish administering all his cases.
Jan received his B.A., cum laude, from Washington
State University (1975) in Business Administration
(with an emphasis in Accounting) and his J.D. from the
University of Washington (1978). He is a shareholder
in the law firm of Armstrong, Klym, Waite, Atwood
& Jameson, P.S. His commercial law practice includes
representation of both creditors and debtors, principally
in Chapter 7 and Chapter 13 bankruptcy cases. He has
been a member of the Washington State Bar Association
since 1978. He has served on the Committee of Law
Examiners for the Washington State Bar Association
since 1984, and tests in the area of commercial law.
He has also served on the Fee Arbitration Committee
since 1985. He served as a member of the executive
committee of the Washington State Bar Association
Creditor-Debtor Section from 2003-2005.
Mr. Armstrong was admitted to practice in the Federal
District Bar for Eastern Washington in 1979. He is a
member of the Eastern Washington Bankruptcy Bar association, and was a member of the Board of Directors
from 1998-2003 (including a term as President from
2000-2001) and is again serving a term on the Board.
He has served on the Chapter 13 Subcommittee to the
Standing Advisory Committee of the United States
Bankruptcy Court for the Eastern District of Washington since 1997, and has been active in various working Review of Proofs of Claims Secured
groups drafting local bankruptcy rules and Chapter 13 by Residential Mortgages
Plan changes. He also served on the Standing Advisory
By Robert D. Miller, Acting U.S. Trustee
Committee. (GWD)
Home loan defaults and their effect on our national
economy have been much in the news lately. In bankChapter 11 Issues
ruptcy, especially in Chapter 13, bankruptcy debtors
On December 1, 2008, the Interim Rules of Bankruptcy often own homes subject to a mortgage or deed of
Procedure became the new rules. Some rules are added trust. In those cases, the mortgage lender usually files
that apply to the special situation of an Ombudsman a proof of claim.
In our district, the lender’s proof of claim is typically
and the new Form 26.
In Chapter 11, the new operating report, Form B25C,

Continued on Page 10
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filed by a mortgage servicing company. The proof of
claim lists the principal, interest, arrearages, and other
costs and fees added to the claim. It often does not
attach a note, but does attach the deed of trust. The
lender’s name on deed of the trust –and on the note, if
attached– often do not match the lender’s name in the
Proof of Claim or the name of the servicer to whom the
debtor sends payments. No evidence of any assignment
is attached to the proof of claim.
It seems clear that an attorney for the debtor has a
duty to examine these proofs of claim, and to take action when it is in the interests of the client to do so. It
is important for debtors’ attorneys to be vigilant and
to act in their client’s interest when improper proofs
of claims are filed. Bankruptcy trustees also have a
statutory duty to examine claims and to object to the
allowance of any claim that is improper, “if a purpose
would be served.”
The UST office has recently begun reviewing mortgage servicing claims. Following are some of our
observations concerning these claims.
As noted above, copies of the basic documents supporting the claim – the note, deed of trust, and assignments
– are often not attached to the claim. Some creditors
cannot find the note or other original document to prove
their rights, or can locate copies only at considerable
expense to themselves. The effect of failure to attach
these documents, or to locate them at all, is unclear in
the law but is being tested in a number of districts. No
decisions have been rendered in this district.
It is sometimes difficult from the claim and attachments to determine how the arrearages were calculated.
In addition, the fees and charges added to the claim are
often not well described or explained.
It is not always obvious that the charge or the amount
of the charge appearing on the proof of claim is authorized by the note and mortgage, by other provisions of
law, or by a federally backed guarantor. For example,
some charges may be imposed only if the borrower is
in default. Some fees or charges may not be permit-

Deadline for Next Issue:
May 22, 2009
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ted on the sole grounds that the borrower filed for
bankruptcy. Most contracts limit the fees or charges
to those which are necessary to protect the lender’s
interest in the collateral. Some contracts require the fee
or charge to be actually paid before it can be assessed
against the borrower. A fee charged, but not actually
paid, to a captive appraiser or inspector, for example,
may not qualify.
Fees for “costs of foreclosure” and the like often
include attorney fees, as do other standard charges
appearing on the proof of claim. These attorney fees
must be reasonable to be proper. The fees are often
based on negotiations between the servicer and legal
counsel doing the legal work. Fees for the same work
by the same firm often vary among lenders or servicers.
There have been cases where the fee listed on the
proof of claim is not the fee actually charged to the
borrower’s account.
When questions are raised by a mortgage servicer’s
proof of claim, the servicer can be asked for an accounting. If that fails, the mortgage servicing laws can
be invoked formally to request an accounting. If a fee
or charge is at issue, the servicer can be asked for an
explanation of the charge and the contract provision
under which the charge is permitted.
As a final resort in bankruptcy, an objection to the
claim may be filed. In a claims objection action, the
necessity, the contractual authority, and the reasonableness of the fee are typically at issue under both state
and bankruptcy law. Discovery may be used to obtain
what can not be obtained less formally.
The purpose of this article is not to suggest that
mortgage lenders and their local counsel do not make
any effort to file accurate and proper proofs of claim.
However, there have been a number of well-publicized
instances of late where the practices of servicers have
fallen well short of what should be expected of them.
If a debtor’s attorneys or trustee becomes aware of
a mortgage servicing claim that is improper and the
improper charge or practice appears not to be isolated
to that debtor, the United States Trustee would be
interested in learning more of the details. Gary Dyer,
Assistant United States Trustee in Spokane, is the USTP
contact for that purpose.

Editor’s Corner: ‘Gentleman John’
By Gary T. Farrell
On July 12, 2008, on his 76th birthday, Judge John
M. Klobucher died. John A. Rossmeissl, his brother
Judge, has written an excellent tribute regarding
John, which article is contained in this issue. Judge
Rossmeissl concludes with the statement that John
Klobucher was a “true gentleman.” As one who appeared before him literally hundreds of times over
15 years, I enthusiastically agree. In fact, that trait
is the quality that I most appreciated of John, and
will persist in my memory until I die.
An attorney appearing before John encountered a
Judge well prepared, with a good knowledge of the
law and facts, no matter how complex the case. He
was patient no matter how an attorney struggled to
get his or her case into evidence. I never saw him
impatient in a proceeding, no matter how taxing. Pro
Se litigants, even those few who were determined to
turn the court room into a circus, received patience
and respect.
For all of my appearances before John (save one),
I was an attorney representing the United States
Trustee. The United States Trustee program became
operable the end of 1988, seven years into his tenure
on the bench. As all familiar with the journey of
a case through bankruptcy know, “administrative
compliance” is the watchword of U.S. Trustee attorneys, probably whispered to them while in the
womb. As I finished my arguments that a Chapter 11 case should be dismissed or converted due
to inaction or a lack of dedication by the debtor(s),
I could see John’s mind trying to contemplate the
benefit of a business being dismissed or converted,
as that would seal its fate. Chapter 11s were to
reorganize, not to terminate businesses. After one
hearing in which he granted a debtor’s attorney a
month more than he asked for to bring a case into
compliance, the attorney whispered to me as he sat
down: “St. John.”
Dockets of motions to dismiss or convert for administrative non-compliance were painful for the
debtors, debtors’ attorneys, the attorney for the U.S.
Trustee and most likely for John. On the other hand,
from time to time, the U.S. Trustee would bring a
motion to dismiss or convert a case because of a
debtor’s or debtor’s attorney’s attempts to misuse
or abuse the bankruptcy system. John’s response to

such attempts was polite and firm, and relentless as
he “deep sixed” the case, and imposed terms when
appropriate.
There are two instances that demonstrated fully
to me that John M. Klobucher had class. The first
involved a debtor whose venue was clearly in the
Western District of Washington. The Assistant U.S.
Trustee, Robert D. Miller, personally argued a motion
to dismiss for improper venue, pointing out that the
debtor was a businessman who resided in Seattle. He
argued that filing here was contrary to the statute,
and that allowing the case to proceed may well impinge on creditors’ rights. John denied the motion.
Mr. Miller’s prediction came true, as the period
to object or file a dischargeability action expired
without action by a key federal agency concerned
about employee retirement benefits, as notice did not
reach the appropriate Seattle office in time. The U.S.
Government successfully reopened the case, with
the result that the case ultimately was dismissed so
that it could be filed in the proper venue. John then
wrote a letter of apology to Mr. Miller, stating that
Mr. Miller was right, and he should have listened
to him and dismissed the case. He made the letter
of apology a formal part of the docket.
The second instance came late in his tenure as
Judge, when his health was deteriorating. Listening
to him speak was painful, as you knew he was struggling. And we all know how impatient one can be
when one is not feeling well. I was listening in on a
motion to dismiss a Chapter 11 brought by a creditor.
The motion was heard telephonically. At the end of
the creditor’s attorney’s arguments for conversion or
dismissal, John launched into a lengthy analysis of
the case, and the creditors arguments. The attorney
obviously thought that he had a functioning mute
button. He did not. As John spoke, the attorney freely
sighed, muttered, and upon an occasion or two let
out a loud exclamation. John proceeded to complete
his oral decision without comment, and politely said
goodbye to the offending attorney without comment.
There are a Judge or two out there somewhere who
would have reached through the phone and grabbed
the attorney by the throat.
We all have our reasons for remembering, and missing, John. These are mine.
John, rest in peace.
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Lay Down Discovery — Not!
By Ian Ledlin
Phillabaum, Ledlin, Matthews & Sheldon, PLLC
Spokane, Washington
Federal Rule of Civil Procedure 26(a)(1)(A)(ii), which
requires a party to make initial disclosure of certain
documents, applies in adversary proceedings, and may
also apply in contested matters if the Court so orders.
The Court has the power to make this provision of
Rule 26 applicable in a contested matter at any time
during the case.
Rule FRCP 26(a)(1)(A)(ii) provides:
(a) Required Disclosures.
(1) Initial Disclosure.
(A) In General. Except as exempted by Rule 26(a)
(1)(B) or as otherwise stipulated or ordered by the
court, a party must, without awaiting a discovery
request, provide to the other parties:
...
(ii) a copy--or a description by category and
location--of all documents, electrically stored information, and tangible things that the disclosing party
has in its possession, custody, or control and may
use to support its claims or defenses, unless the use
would be solely for impeachment …
Many lawyers refer to this Rule as “lay-down discovery,” meaning that each party must disclose every relevant
document in that party’s possession to the opposing party.
This, however, is a misinterpretation of the Rule.

This Rule requires a party to make initial disclosure
of documents only if that party intends to use them
at trial. “Under this rule, a party is not obligated ‘to
disclose witnesses or documents, whether favorable or
unfavorable, that it does not intend to use.’” Cummings
v. GMAC, 365 F.3d 944, 954 (10th Cir. 2004). “[T]he
essential inquiry [about whether proper disclosure has
been made] is whether the disclosing party intends to
use the witness.” Gluck v. Ansett, 204 F.R.D. 217, 222
(D.D.C. 2001).
The Notes of Advisory Committee on the 2000
Amendments to Rule 26 describes the limits of the
required disclosures:
Purposes of amendments. The Rule 26(a)(1) initial disclosure provisions are amended to establish
a nationally uniform practice. The scope of the disclosure obligation is narrowed to cover only information that the disclosing party may use to support
its position.
A rule requiring a party to produce all documents
relating to a case would render FRCP 34 (Production
of Documents) unnecessary. A party should not rely
upon Rule 26(a)(1)(A)(ii) to obtain all documents from
an adverse party because that Rule requires production
of only those documents a party intends to use at trial.
Rule 34 must be used to discover all other documents
from the adverse party, which may include the smoking
gun that will win your case.

19th Annual

Bankruptcy Seminar & Retreat
June 12–13, 2009

Sun Mountain Lodge
Winthrop, Washington
Reservations: Sun Mountain Lodge, 800-572-0493
or Central Reservations, 800-422-3048
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Case Notes

From Judge Patricia C. Williams:
Wanda Maxine Clark, No. 08-02523-PCW13
Issue: Scope of Power of Attorney and Waiver of
Credit Counseling for Disabled Person
The debtor in this case is an elderly woman with dementia who is living in a nursing home. She gave her
son a General Power of Attorney in 2000 which was
very broad and gave him full control over her financial
affairs. It did not specifically give him authority to
file a petition in bankruptcy. The first issue that arose
in the case was whether or not the son could sign the
bankruptcy petition. The scope of authority granted in
a Power of Attorney is determined by state law which,
in Washington, is silent as to authority to commence
a bankruptcy proceeding. The court allowed the son
to sign the petition on behalf of his mother and commenced the case based on the court’s conclusion that
the Power of Attorney contained a very broad “catchall” provision that specified he could take any acts
necessary for the support of the debtor. No briefing
was submitted on the issue.
The second issue that arose in this case was whether
or not the court would waive both the pre- and postpetition credit counseling requirements. An affidavit
was on file by the debtor’s medical provider which
stated that the debtor was confined to a nursing home
and could not make rational decisions regarding her
financial situation and that she suffered from dementia
and would not recover from her condition. The court
reviewed 11 U.S.C. § 109(h)(4) and concluded that
as long as the debtor complied with the notice and
hearing requirements, absent an objection, the court
could waive the credit counseling requirements for an
incapacitated or disabled debtor.
John Munding v. LeMaster & Daniels v. Washington
Motorsports, Ltd., No. 07-80122-PCW
Issue: Bases for Subject Matter Jurisdiction and
Grounds for Abstention
The Trustee of Spokane Raceway Park, Inc. (“SRP”)
commenced an adversary proceeding against its accountants alleging various types of misconduct and also
objected to the Proof of Claim filed by the accounting
firm. In the state court receivership action of the related
corporation, Washington Motorsports, Ltd. (“WML”),
the accounting firm filed a Proof of Claim. WML had
objected to the claim and commenced a state court suit
against the accountants alleging various types of mis-

conduct. The accounting firm provided services to both
the related corporations, whose financial affairs were
commingled, as well as to individual insiders. LeMaster and Daniels, in the adversary proceeding, claimed
indemnity from WML as to the claims of SRP.
WML moved to dismiss the adversary for lack of subject matter jurisdiction or, in the alternative, requested
the bankruptcy court to abstain as to the third-party
complaint against WML. There were three issues:
1. Did “related to” jurisdiction exist under 28 U.S.C.
§ 1334(b)?
It was unlikely the resolution of the indemnity claim
by the accounting firm against WML would affect the
bankruptcy estate. The indemnity claim was a state law
claim and, absent any meaningful effect on the bankruptcy estate, no “related to” jurisdiction existed.
2. Did supplemental jurisdiction exist under 28 U.S.C.
§ 1367(a)?
For supplemental jurisdiction to exist, the state law
claims and the federal claims must share a “common
nucleus of facts.” State law claims of indemnity against
a third-party which arise from the transaction or occurrence giving rise to the federal causes of action (the
objection to the Proof of Claim and certain causes of
action in the adversary complaint) typically result in
supplemental jurisdiction. The same evidence would
be relevant in both the underlying adversary and the
third-party claim. The ultimate factual and legal determinations necessary to resolve both the underlying
adversary proceeding and the third-party claim for
indemnity were overlapping and interwoven. Thus,
supplemental jurisdiction existed.
3. Assuming jurisdiction existed, must or should the
bankruptcy court abstain under 28 U.S.C. § 1334(c)
and/or 28 U.S.C. § 1367(c)?
The factors to determine abstention under 28 U.S.C.
§ 1367(c) are set forth in the statute. The court determined that no novel or complex issue of state law
was presented in either the underlying adversary or
the third-party claim. The state law issues in both
substantially predominated over the federal law issues. The existence of (a) the state court receivership;
(b) the related state court action; (c) the controversy
regarding the Proof of Claim filed in the bankruptcy
of SRP; (d) the controversy of the Proof of Claim filed
in the receivership of WML; and (e) the state court’s
prior knowledge of findings regarding relevant facts
Continued on Page 14
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all constituted exceptional circumstances compelling
abstention.
The complete copy of the court’s written decision
can be viewed on the court’s web site.
Deborah Ann Griswold, No. 07-03845-PCW7
Issue: Personal Representative’s Motion to Dismiss or Abstain
There are two issues presented. The first involves the
interplay between probate and bankruptcy law and the
second involves grounds for dismissal or suspension
of proceedings under 11 U.S.C. § 305(a).
1. Interplay of Probate and Bankruptcy Law
Debtor had been the Personal Representative of a
probate estate, but was removed by the state probate
court and the current Personal Representative was appointed. The issue involved the subject matter jurisdiction of the bankruptcy court as it related to a 40-acre
parcel of real property near Cle Elum. The Personal
Representative argued that the bankruptcy court had
no jurisdiction and was precluded from administering
the 40-acre parcel, relying upon Marshall v Marshall,
547 U.S. 293, 126 S.Ct. 1735 (2006). That decision
held that the probate exception to federal jurisdiction
places exclusive jurisdiction regarding administration of
probate estate assets in the probate court and precludes
the federal court from administering those assets which
are in the custody of the probate court. The Personal
Representative argued that the 40 acres was, at the time
of the commencement of the Chapter 7, in the custody
of the probate court and being administered by it.
The facts were complicated, but simplistically the
40 acres had been deeded to the debtor prior to the
grantor’s death. That Deed was not recorded, but the
probate court never took action to set aside that Deed.
The bankruptcy court held that it was questionable
whether the 40-acre parcel had ever been an asset of the
probate court. However, during the probate, as part of a
settlement between the debtor and the current Personal
Representative, a partial distribution of probate assets
was made to the debtor who was also an heir. Pursuant
to the settlement, the current Personal Representative
executed a Warranty Deed to the 40 acres to the debtor.
That Deed was recorded.
Two years later, the probate court entered a money
judgment against the debtor for damages to the probate
estate arising from the debtor’s conduct while Personal
Representative of the probate estate. Before entry of
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that judgment, the current Personal Representative
requested that the probate court issue a Pre-judgment
Writ of Attachment regarding the 40 acres. The Prejudgment Writ was never recorded nor perfected as
required by state law. After judgment was entered, it
was discovered that the debtor had conveyed the 40acre parcel to a family member. The current Personal
Representative requested that the state court nullify
the prior partial distribution of the 40-acre parcel to
the debtor under the settlement and require the debtor
to reconvey the parcel to the probate estate. Before
that request could be considered by the state court, the
debtor filed a Chapter 7 listing the parcel as an asset
of the bankruptcy estate.
Pursuant to RCW 11.76.247, a state court may revoke
a prior partial distribution to an heir. Revocation had
not not occurred prior the commencement of the bankruptcy. The facts demonstrated that the 40-acre parcel
never had been in the custody of the probate court or an
asset of the probate estate. Alternatively, if the parcel
had once been an asset of the probate estate, after the
conveyance by the current Personal Representative to
debtor, it no longer was an asset of the probate estate.
The bankruptcy court had subject matter jurisdiction
to administer the 40-acre parcel.
2. Should the Chapter 7 Be Dismissed or the Proceeding Suspended Under 11 U.S.C. § 305(a)?
The test for dismissal or suspending the administration of the estate under § 305(a) is whether the interests
of creditors and the debtor would be better served by
dismissal or by continuing the Chapter 7 proceeding.
The current Personal Representative argued that dismissal was appropriate as this was merely a two-party
dispute, better resolved by the state court which was
familiar with the circumstances.
The only unsecured creditor in debtor’s schedules was
her prior attorney. The schedules listed her home as an
asset, which was encumbered by a mortgage. Also listed
was an undivided one-third interest in another parcel.
It appeared as though there could be non-exempt assets
to be administered in addition to the 40-acre parcel.
The IRS filed a claim for priority taxes of $238,000
and an unsecured claim of $115,000. It was in the
debtor’s best interest if all non-exempt property were
liquidated to pay all creditors, including the IRS and the
probate estate itself. All creditors would benefit from
administration by the Chapter 7 Trustee to determine
the extent of non-exempt assets and liquidate such as-
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sets. Dismissal would allow only the probate estate to
receive the benefit of the liquidation of the 40 acres,
whereas continued administration in the Chapter 7
would result in pro rata payments to all creditors of
proceeds from all non-exempt assets. Even though there
were very few creditors and the probate estate was the
largest creditor, it was in the best interests of the debtor
and creditors that the Chapter 7 continue.
Michael and Mardell Cochran v. Eston and Vicky
Green, No. 08-80024-PCW
Issue: Res Judicata Effect of a Consent
Judgment
State court litigation between the parties involved
various causes of action, including fraud. Shortly
before the state court trial, the parties settled. The
settlement agreement required debtors/defendants
to pay $103,000 in exchange for a full release of all
claims. If payments were not made as required under
the settlement agreement, a consent judgment was
to be entered. Debtors failed to make the payments
and the consent judgment was entered, followed six
months later by the Chapter 7 filing. An adversary
complaint was filed seeking a determination that the
obligation in the consent judgment was not subject
to discharge. The plaintiffs filed a Motion for Summary Judgment based on res judicata.
Although Washington courts have determined that
a confession of judgment may be a final judgment
for res judicata purposes, the issue of finality of
stipulated or confessed judgments is to be determined on a case-by-case basis. Pederson v. Potter,
103 Wn. App. 62 (2000). The U.S. Supreme Court
in Brown v. Felsen, 442 U.S. 127, 99 S.Ct. 2205
(1979) and in Archer v. Warner, 538 U.S. 314, 123
S.Ct. 1462 (2003) held that bankruptcy courts in
determining whether an obligation is subject to discharge under 11 U.S.C. § 523(a)(2)(A) are to look
behind consent or stipulated judgments. If there is
a settlement and release of claims which results in
a judgment being entered, the merits of the claim
for fraud have not been finally determined. The
Supreme Court decisions require the bankruptcy
court to determine the issue of non-dischargeability
based upon the merits of the fraud claim and the
confession of judgment or stipulated judgment does
not constitute res judicata.

Chelsea Investments vs. Saikam Investment, Inc.,
No. 07-80019-PCW
Issue: What is the proper calculation of amounts
due as voidable preferences?
Chapter 11 debtor commenced an adversary seeking
to recover voidable preferences from numerous insider
defendants. Several dozen transfers to and from and
among the various defendants and the debtor were at
issue. The question presented on summary judgment
was, assuming the plaintiff established that the transfers
constituted voidable preferences, how to calculate the
amount of the voidable preferences under the “new
value” exception contained in the “subsequent advance”
defense under 11 U.S.C. § 547(c)(1).
The court relied upon IRFM, Inc., 144 B.R. 886
(Bankr. C.D. Cal. 1992) and Ladera Heights Community Hosp., Inc., 152 B.R. 964 (Bankr. C.D. Cal.
1993) and National Lumber and Supply, Inc., 184 B.R.
74 (9th Cir. BAP 1995), which contained examples of
calculations of the amount of voidable preferences
when applying the “subsequent advance” rule. The
specific issues were:
1. Was it appropriate to determine the total amount
of the transfers by the debtor during the relevant period to all defendants and then calculate and subtract
the amount of all the subsequent advances from all
defendants to the debtor to determine a net amount
of voidable preference? This is called the “net result
rule.” The debtor presented no evidence which would
justify application of this rule and there is no case in
the Ninth Circuit adopting this rule. Thus, voidable
preference calculations must be determined with regard
to each individual defendant and not on total transfers
by all defendants.
2. Could a particular defendant include as a defense
subsequent advances made to other defendants or third
parties for the benefit of the debtor? The court held that
generally transfers made to third parties for the benefit
of the debtor are subject to inclusion as “subsequent
advances,” but there was no evidence in the case that
such advances benefitted the debtor.
3. Could transfers made by a particular defendant to
the debtor prior to the commencement of the preference periods be included in the calculation? This is not
proper, as only transfers to and from the debtor and
each defendant within the applicable voidable preference period are relevant.
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Transition: John M. Klobucher (1932-2008)
By Judge John A. Rossmeissl
John M. Klobucher was born on July 12, 1932, in
Spokane, Washington. He spent his first years in
Lind, Washington, where his father was employed by
Washington Water Power. The family lived in Moscow,
the Spokane Valley, and Kellogg, Idaho, where John
started high school. His father passed away during his
first year of high school. Following his father’s death
John lived with his brother in Moscow attending high
school there before returning to Spokane where he
graduated from Central Valley High School.
John commenced working his way through college.
He planned to work a semester and then attend school
for a semester. On this plan, he started college at Washington State in 1952. This program was interrupted
when he got drafted into the Army.
After basic training at Fort Lewis he was sent to Korea
in the waning days of the Korean War. He served as a
machine gunner on the front line not far from Pork Chop
Hill, in the present DMZ. He completed his military
service at Fairchild Air Force Base, where he served
with an anti-aircraft detachment. While stationed at
Fairchild he married his high school sweetheart Virginia
(Ginger) Nilles on June 5, 1954.
Discharged from the Army at the rank of corporal,
JK returned to school at Gonzaga under the G.I. Bill.
During undergraduate school he worked full-time at the
White Pine Sash Company. He continued his studies at
Gonzaga Law School working part time with the U.S.
Geological Survey, graduating in 1960.
John started his career as a lawyer as the law clerk
for United States District Court Judge Charles Powell.
He then went to work as a deputy prosecuting attorney
for Jack Lally, Spokane County Prosecuting Attorney.
After two years in the prosecuting attorney’s office
John entered private practice with Bill Ennis in 1963,
forming the firm of Ennis and Klobucher. Shortly after
Ennis’ death in 1978 John was one of the founders
of the firm Murphy, Bantz, Klobucher and Bury. He
remained with this firm until his appointment to the
Bankruptcy Court. During his years of private practice
John served a term as the President of the Spokane
County Bar Association. Somewhere along the way he
acquired the nickname “JK,” which stuck and became
a term of affection to those who knew him.
JK was appointed Bankruptcy Judge for the Eastern
District of Washington on December 7, 1981. At that
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time it was a single-judge district. By the mid ‘80s it was
one of the busiest single judge bankruptcy courts in the
country. The country was in the middle of farm crisis. In
1986 there were 240 Chapter 11s filed in the District. In
1987 there were 156 Chapter 11s and 124 Chapter 12s.
The vast majority of these cases involved family farms.
They were all assigned to John Klobucher. JK held court
in four different venues hundreds of miles apart. He was
away from home riding the circuit two weeks a month.
To meet the crush of emergency hearings demanded from
all different reaches of the district he established a system
of hearing all matters that didn’t require live testimony by
phone. This innovation was extremely unusual at the time
and questioned by many of his colleagues on the bench. It
was immensely popular and successful in our large district
and has become a fixture of our legal culture, envied and
appreciated by many practioners from other districts. It
wasn’t until December of 1987 that some relief became
available as a result of Congress’ decision to authorize an
additional bankruptcy judge for the District.
JK served as an active judge until his retirement in
1997. Through most of his tenure he served as Chief
Bankruptcy Judge of the District. In this capacity he
sat on the Ninth Circuit Council of Chief Bankruptcy
Judges and for one term headed that Council as “Chief
of the Chiefs.” In that capacity he was the representative of all the bankruptcy judges in the Ninth Circuit
to the Ninth Circuit Council, the governing body of
the Circuit.
After retirement, JK continued to serve our district
in his capacity as a recall judge until 2005, when his
deteriorating health forced total retirement. Even then
he continued to attend the annual Sun Mountain retreat
which gave him an opportunity to see old friends . He
passed away on his 76th birthday, July 12, 2008.
John is survived by his wife of 54 years Ginger, a
daughter Marcie, two sons, John Jr. and Christopher,
and four grandchildren: Jazmine Klobucher, Mitchell
and Andrew Zehr, and Courtney Klobucher. He doted
on his family.
JK was a fly fisherman, a hobby he regrettably was
forced to neglect somewhat because of the press of
judicial business and later failing health. He was a
member of the Inland Empire Fly Fishing Club and
was once Fly Fisherman of the Year. His love of this
sport dates back to his childhood days in the Palouse
and Northern Idaho.
Continued on Page 18

How to Avoid Trouble with Disclosure
Statements in Small Business Cases
By Tap Menard
Law Clerk to the Hon. Frank L Kurtz
Post-BAPCPA a significant number of the Chapter 11 cases in the Eastern District of Washington
are statutorily classified as small business filings.
A small business is defined as one with less than
$2,190,000 in unsecured debt at the time of filing.
11 U.S.C. §101 51(D). These cases frequently flirt
with procedural trouble when the debtor files the
plan and disclosure statement, without first taking
steps to address the effect of 11 U.S.C. §1129(e).
The past practice of filing the disclosure statement and plan and sending notice to the Master
Mailing List is no longer acceptable in small business cases. The problem is one of timing. Section
1129(e) provides that the court shall confirm a
small business plan of reorganization not later
than 45 days after the plan is filed unless the time
for confirmation is extended in accordance with
11U.S.C.§1121(e)(3). The statute does not simply
say that a confirmation hearing will be held, it says
the plan will be confirmed. If the debtor asks for an
extension of time notice must be given to parties
in interest and the debtor must, “demonstrate by a
preponderance of the evidence that it is more likely
than not that the court will confirm a plan within a
reasonable period of time.” 11 U.S.C. §1121(e)(3)
(A). The order extending the time for confirmation
must be signed before the existing deadline expires.
11 U.S.C. §1121 (e)(3)(C).
So far, debtors who have encountered this problem have convinced Judge Kurtz that an extension
was appropriate. This is certainly a risky way to
proceed. Not all Chapter 11 plans are confirmable
when first proposed. The extension hearings tend
to arise well into the 45-day period leaving little
time for the debtor to negotiate with creditors and
the United States Trustee should either be opposed
to the proposed plan, disclosure statement or extension request. The question for counsel is how to
avoid this problem.
The Code, in 1125(f), offers three options for dealing with the small business disclosure statement.
The court can determine that the plan provides
adequate information and that a separate disclosure
statement is not needed. 11 U.S.C. §1125(f) (1). The
problem with this approach is that the court will have

to determine that a separate disclosure statement
was not necessary. Once counsel files the plan the
45-day rule is triggered. If counsel waits until the
confirmation hearing to obtain this determination,
there may be very little time to obtain the necessary extension.
The court may approve a disclosure statement
on a standard form approved by the court. 11 U.S.C.
1125(f)(2). This not an option in the Eastern District
of Washington. The Eastern District has not adopted
a standard form disclosure statement.
The court may conditionally approve a disclosure
statement subject to final approval after notice and
hearing. 11 U.S.C. §1125(f)(3)(A). The drafters of
the Code assumed that the hearing on final approval
of the disclosure statement would be held at the same
time as confirmation. The conditionally approved
disclosure statement must be mailed not later than 25
days prior to the confirmation hearing. So it makes
sense that the ballots, notice of the confirmation
hearing and opportunity to object to confirmation
will be mailed at the same time. This appears to be
the most viable option but it still presents potential
problems with the 45-day rule.
The way to avoid 45-day rule problems with the
third option is to file a motion seeking conditional
approval of the disclosure statement. Attach as
exhibits to the motion, copies of the proposed plan
and disclosure statement. The key is not to file the
plan and disclosure as separate pleadings. This is
the act which will trigger the 45-day rule. Filing
the plan and disclosure statement as exhibits to the
motion will not trigger the 45-day rule. Should the
judge require changes to the disclosure statement
they can be made with due consideration and not in
haste. Once the order of conditional approval has
been signed, the plan and disclosure statement can
be filed as separate pleadings.
Counsel should recognize that the scheduling
order which they negotiate with the United States
Trustee setting the deadline for filing the plan and
disclosure does not take into account the conditional approval process for the disclosure statement.
Therefore, counsel must factor in time for obtaining
conditional approval of the disclosure statement prior
to the deadline for filing the plan and disclosure
found in the scheduling order.
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CARE: Credit Abuse Resistance Education
By Neal Penney
Spokane Bankruptcy Court
The predecessor to the CARE (Credit Abuse Resistance
Education) program was begun in 2004 by the Office
of the U.S. Trustee. At its inception, it was designed
to teach middle school, high school and university
students about the pitfalls of too-easy credit and the
advantages of proper money management as a way to
encourage a more intellectual, less emotional, approach
to fiscal responsibility. In its current evolved form, the
CARE program is taught by volunteer professionals,
is free and is an expanded financial literacy program
designed to teach young people of the real hazards of
credit abuse. CARE has evolved into its present form
through the efforts of the Honorable John C. Ninfo,
Chief Bankruptcy Judge of Rochester, New York, and
of other judges, court staff, teachers and other professionals nation-wide.
With the expressed goal of improving the financial I.Q.
of students, the program sets forth basic money management concepts in classroom workshops to assist students in
making reasonable long-term financial decisions, such as
starting savings plans and showing their long-term effects
on financial stability; creating and adhering to personal and
educational budgets and monitoring spending; avoiding
impulse or emotional purchases; using credit wisely by
paying off balances monthly and setting credit limits; and
using cash and debit cards optimally.

With the negative results of the sometimes lax
credit policies of the past becoming more apparent daily, CARE has accelerated its educational
efforts to reach greater numbers of students and to
overcome many of their misconceptions about the
best uses of money and credit. In an area of the law
that oversees the sometimes sad disintegration of
personal and corporate entities, the CARE program
provides an opportunity to alter the financial perspective of a vulnerable segment of society before
they take a questionable direction and need relief
in credit counseling or in bankruptcy.
The CARE program is operating in Washington with
a pilot project set in motion by the Washington State
Bar Association Leadership Institute. Members of
this committee, with the Bar and other professionals,
are assisting teachers in conducting these programs.
Spokane U.S. Bankuptcy Judge Patricia C. Williams,
Seattle Bankruptcy Judge Karen Overstreet, attorney
Kevin O’Rourke, Assistant Attorney General Donna
Emmingham and others are speaking to presidents of
service clubs and school administrators in their respective locales to further promote workhops within their
respective areas of Washington state.
Nationally, CARE has active programs in nearly every state directed towards the goals of better financial
perspectives for young people and preventing their
sometimes costly financial melt-downs.

Transition: John M. Klobucher cont’d
An avid Cougar football fan, he and Ginger held
season tickets since 1983 and greatly enjoyed returning to Pullman for the games. He closely followed the
fortunes of the Gonzaga basketball team and was very
interested in sports in general.
I first came to know JK when he became a bankruptcy
judge. I had the privilege of practicing before him for
seven years and then, with a little encouragement from
him, as his colleague for eighteen years. A quiet man,
he dealt with the burden of work philosophically aided
by a dry sense of humor. His style was sowing the
ideas, nurturing their development but keeping out of
the limelight when the innovations came to fruition. It
was his subtle suggestions that sparked the creation of
our local bankruptcy bar association and many tech18 • EWB NOTES XX.1 • january 2009

nological innovations adopted in our court.
A man of slight physical stature and amazing emotional strength, he demonstrated stamina in the face
of physical adversity as evidenced by his courageous
battle against esophageal cancer during the last years
of his life. During this struggle he continued to work on
his judicial duties. JK loved his job, the lawyers who
appeared before him and the court staff. He had respect
for the litigants and treated them with graciousness
and kindness, never with rancor or anger even when
provoked. He was a true gentleman and his colleagues,
staff, and bar miss him.
Author’s Note: I was greatly aided in the preparation of this article by JK’s oral history interviews with Nancy Strobeck of the
Eastern District of Washington Historical Society.

Save These Dates!
June 12–13, 2009

19th Annual Bankruptcy
Seminar and Retreat
Sun Mountain Lodge
Winthrop, Washington

For Sale

Course Book for the Fall Bankruptcy Seminar. Includes
valuable information about the Federal Law Library,
means testing, receivership, tax liens, motor vehicle
issues, ethics, bankruptcy trial tactics and recent issues
impacting bankruptcy practice. Only $20.00, while limited supplies last. Send check payable to “Bankruptcy
Bar Association” to: Bankruptcy Bar Association, PO
Box 21045, Spokane, WA 99201.

DO YOU HAVE A
CONTRIBUTION?

The deadline for the next issue
of NOTES is

May 22, 2009

E-Mail contributions to Editor
at: GaryTFarrell@comcast.net
Please review guidelines

Association Finances
Summary of Checking Transactions
1/1/08–12/09/08
INCOME
08 Member-Lawyers
08 Member-Support staff
09 Member-Lawyers
09 Member-Support staff
2008 Sun Mt-Income
Interest
Fall Seminar Income
Transfer from Savings
----------TOTAL INCOME

4,960.00
385.00
665.00
50.00
11,545.00
24.84
5,450.00
4,000.00

EXPENSES
2008 Sun Mt-Expenses
2009 Sun Mt-Expenses
Ballots
Board Solicitation
Donation
E-W Judicial Conference
Member Solicitation
Newsletter
Organization-Expenses
Scholarship
Fall Seminar Expenses
Web site
----------TOTAL EXPENSES	
----------TOTAL INCOME/EXPENSE
===========

Checking Account 12/9/08:
Checking Account 11/30/08:
Savings Account 11/30/08:

27,079.84
14,798.04
500.00
32.56
31.29
1,000.00
286.39
87.92
1,693.18
1,251.03
1,000.00
1,760.58
90.00
22,530.99
4,548.85
$5,978.05
$6,443.05
$12,679.881

2007 Member Count 12/31/07:

240

2008 Lawyer Member Count 12/9/08:
2008 Support Member Count 12/9/08:
2008 Total Member Count 12/9/08:

197
23
220

2009 Lawyer Member Count 12/9/08:
2009 Support Member Count 12/9/08:
2009 Total Member Count 12/9/08:

21
2
23

$4,000.00 was transferred from this account into the checking
account on July 16, 2008.
1
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Internal Revenue Service
unitcd States Department of the Treasury
Internal Revenue Bulletin: 2006-40
October 2, 2006
Notice 2006-83
Individual Chapter 11 Debtors
Table of Contents

• Section 1. PURPOSE
• Section 2. BACKGROUND AND GENERAL LEGAL PRINCIPLES
• Section 3. FILING INCOME TAX RETURNS OF THE DEBTOR AND THE ESTATE; NOTIFICATION TO PERSONS FILING

INFORMATION RETURNS (OTHER THAN FORM W-2) OF THE STATUS OF THE CHAPTER 11 BANKRUPTCY CASE
Section 4. APPLICATION OF THE SELF-EMPLOYMENT TAX
Section 5. APPLICATION OF EMPLOYMENT TAXES AND OBLIGATION TO FILE FORM W-2
Section 6. ALLOCATION OF INCOME AND CREDITS ON INFORMATION RETURNS AND REQUIRED STATEMENT FOR RETURNS
Section 7. REQUEST FOR COMMENTS
Section 8. PAPERWORK REDUCTION ACT
Section 9. DRAFTING INFORMATION

This notice provides guidance for individuals who file bankruptcy cases under Chapter 11 of the Bankruptcy Code (11 U.S.C. § 1101 et seq.) on
or after October 17, 2005. This notice also provides guidance for (1) employers of these individuals, (2) persons filing Forms W-2, 1099-INT,
1099-DIV, 1099-MISC, and other information returns (including Schedule K-1) that report payments to these individuals, and (3) Chapter 11
trustees in bankruptcy cases filed by these individuals. Upon consideration of the comments received concerning this notice, as requested in
section 7, additional guidance may be published.

Section 1. PURPOSE
The bankruptcy estate of a Chapter 11 debtor who is an individual is a separate taxable entity under section 1398 of the Internal Revenue Code.
The estate, rather than the debtor, must include in its gross income all of the debtor’s income to which the estate is entitled under the Bankruptcy
Code, except for amounts received or accrued by the debtor before the commencement of the case. Section 1115 of the Bankruptcy Code was
enacted by section 321(a)(1) of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA”), Pub. L. No. 109-8, 119
Stat. 23 (2005) and is effective for cases filed on or after October 17, 2005. As a result of the enactment of section 1115, the bankruptcy estate,
rather than the debtor, must include in its gross income both (1) the debtor’s gross earnings from his or her performance of services after the
commencement of the case (“post-petition services”) and (2) the gross income from property acquired by the debtor after the commencement of
the case (“post-petition property”). I.R.C. § 1398(e)(1). The gross earnings from post-petition services include wages and other compensation
earned by a debtor who is an employee and self-employment income earned by a debtor who is a self-employed individual.

Section 2. BACKGROUND AND GENERAL LEGAL PRINCIPLES
.01 The commencement of a bankruptcy case creates an estate, which generally includes all legal or equitable interests of the debtor in property
as of the commencement of the case. 11 U.S.C. § 541(a)(1). Specific exclusions apply, however. See 11 U.S.C. § 541(b) (excluded property).
See also 11 U.S.C. § 522 (exempt property); 11 U.S.C. § 554 (abandoned property). Exempt property and abandoned property are initially part of
the bankruptcy estate, but are subsequently removed from the estate. By contrast, property excluded from the estate is never included in the
estate.
.02 Confirmation of a Chapter 11 plan of reorganization generally vests all the property of the estate in the debtor, except as otherwise provided
in the plan or in the court order confirming the plan. 11 U.S.C. § 1141(b). If no plan is confirmed and a bankruptcy case is dismissed, the property
of the estate generally revests in the debtor, unless the court orders otherwise. 11 U.S.C. § 349(b)(3).
.03 When a trustee is appointed pursuant to section 1104 of the Bankruptcy Code, the debtor generally must turn over to the trustee control over
the assets of the bankruptcy estate. In most Chapter 11 cases, a trustee is not appointed and the debtor (referred to as the debtor in possession)
remains in control of the property of the bankruptcy estate. Under section 1107(a) of the Bankruptcy Code, the debtor in possession must perform
all the functions and duties of a trustee, except for the duties specified in Bankruptcy Code section 1106(a)(2), (3) and (4).
.04 Because the bankruptcy estate is a separate taxable entity, the trustee or debtor in possession must obtain an employer identification number
(EIN) for the estate. I.R.C. § 6109. The trustee or debtor in possession uses the EIN on any tax returns filed for the estate.
.05 Section 1398(e)(1) of the Code provides that the gross income of the estate includes the gross income of the debtor to which the estate is
entitled under the Bankruptcy Code. Section 1398(e)(2) provides that the gross income of the debtor does not include any item to the extent the
item is included in the gross income of the bankruptcy estate.
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.06 In general, the determination of whether or not any amount paid or incurred by the estate is allowable as a deduction or credit to the estate
shall be made as if the amount were paid or incurred by the debtor and as if the debtor were still engaged in the trades and businesses, and in
the activities, the debtor was engaged in before the commencement of the case. I.R.C. § 1398(e)(3)(A). The estate is, however, specifically
allowed a deduction for administrative expenses allowed under section 503 of the Bankruptcy Code and for any fee or charge assessed against
the estate under chapter 123 of title 28 of the United States Code. I.R.C. § 1398(h)(1).
.07 The individual debtor must continue to file his or her own individual tax returns during the bankruptcy proceedings. I.R.C. § 6012(a)(1).
.08 For bankruptcy cases filed before October 17, 2005, the property of the estate does not generally include any post-petition property acquired
by an individual Chapter 11 debtor. Nor in those cases does the property of the estate include the individual Chapter 11 debtor’s earnings from
post-petition services, because section 541(a)(6) of the Bankruptcy Code specifically excluded those earnings from the estate. See, e.g., In re
th
Fitzsimmons, 725 F.2d 1208 (9 Cir. 1984); In re Larson, 147 B.R. 39 (Bankr. D.N.D. 1992). Therefore, in these cases income from post-petition
property and earnings from post-petition services are not generally includible in the estate’s gross income. Instead, such income and earnings are
generally includible in the debtor’s gross income.
.09 Section 321 of BAPCPA made several changes to Chapter 11, effective for bankruptcy cases filed by individuals on or after October 17, 2005.
Although many of the provisions that apply to individual Chapter 11 cases now operate in a manner similar to the provisions that apply in Chapter
13 cases, section 1398 of the Internal Revenue Code has not been amended and continues to apply to individual Chapter 11 cases, but not to
Chapter 13 cases. Based on section 1115 of the Bankruptcy Code, read in conjunction with section 1398(e)(1) of the Internal Revenue Code, the
debtor’s gross earnings from post-petition services and gross income from post-petition property are, in general, includible in the bankruptcy
estate’s gross income, rather than in the debtor’s gross income. This rule is subject to the exceptions noted below in sections 2.10, 2.11, 2.12,
and 2.13.
.10 If a chapter 11 case is converted to a Chapter 13 case, the Chapter 13 estate is not a separate taxable entity and earnings from
post-conversion services and income from property of the estate realized after the conversion to Chapter 13 are taxed to the debtor. I.R.C.
§ 1399.
.11 If the Chapter 11 case is converted to a Chapter 7 case, section 1115 will not apply after conversion and earnings from post-conversion
services will be taxed to the debtor, rather than the estate. 11 U.S.C. § 541(a)(6). In such a case, the property of the Chapter 11 estate will
become property of the Chapter 7 estate. Any income on this property will be taxed to the estate even if the income is realized after the
conversion to Chapter 7.
.12 If a Chapter 11 case is dismissed, the debtor is treated as if the bankruptcy case had never been filed and as if no bankruptcy estate had
been created. I.R.C. § 1398(b)(1).
.13 For Chapter 11 cases filed by individuals on or after October 17, 2005, the estate’s gross income includes gross income from property held by
the debtor when the case commenced (“pre-petition property”), as was the case under pre-BAPCPA law. There are certain exceptions to this
general rule, however. The gross income on pre-petition property is included in the gross income of the debtor, rather than the estate, if the
pre-petition property is excluded from the estate and the gross income is subject to taxation. Also, the gross income on pre-petition property is
included in the gross income of the debtor, rather than the estate, after the pre-petition property is removed from the estate by exemption or
abandonment.

Section 3. FILING INCOME TAX RETURNS OF THE DEBTOR AND THE ESTATE; NOTIFICATION TO PERSONS FILING
INFORMATION RETURNS (OTHER THAN FORM W-2) OF THE STATUS OF THE CHAPTER 11 BANKRUPTCY CASE
.01 The debtor in possession or trustee, if one is appointed, must prepare and file the income tax returns of the bankruptcy estate if required
under section 6012(a)(9). I.R.C. § 6012(b)(4). In preparing the income tax returns of the debtor and the bankruptcy estate, the debtor in
possession (or the trustee) must follow the rules stated in sections 2.09, 2.10, 2.11, 2.12, and 2.13 of this notice, and must attach to the returns
the statement discussed in section 6.
.02 A debtor in possession may be compensated by the estate to manage or operate a trade or business that the debtor conducted before the
commencement of the bankruptcy case. Such payments should be reportable by the debtor as miscellaneous income on his or her individual
income tax return. I.R.C. § 61(a). Amounts paid by the estate to the debtor in possession for managing or operating the trade or business may
qualify as administrative expenses of the estate. An administrative expense allowed by the bankruptcy court under section 503 of the Bankruptcy
Code will generally be deductible by the estate as an administrative expense when it is paid or incurred. I.R.C. § 1398(h)(1).
.03 Within a reasonable time after the commencement of a Chapter 11 bankruptcy case, the trustee (if one is appointed) or the debtor in
possession should provide notification of the bankruptcy estate’s EIN to persons that are required to file information returns with respect to the
bankruptcy estate’s gross income, gross proceeds, or other types of reportable payments. I.R.C. § 6109(a)(2). Since these payments are property
of the estate under section 1115, such persons should report the gross income, gross proceeds, or other reportable payment on an appropriate
information return using the estate’s name and EIN in the time and manner required under the Internal Revenue Code and regulations (see, e.g.,
sections 6041 through 6049). The trustee or debtor in possession should not, however, provide the EIN to the debtor’s employer or other person
filing Form W-2 with respect to the debtor’s wages or other compensation, since section 1115 does not affect the determination of what
constitutes wages for purposes of Federal income tax withholding or the Federal Insurance Contributions Act. I.R.C. §§ 3121(a) and 3401(a). As
provided in section 5, an employer should continue to report all wage income and accompanying tax withholdings, whether pre-petition or
post-petition, on a Form W-2 issued to the debtor under the debtor’s social security number. See sections 6721 through 6724 for applicable
penalties for failure to comply with information reporting requirements, including providing taxpayer identification numbers, and provisions for
penalty waivers for reasonable cause.
.04 When a Chapter 11 bankruptcy case is closed, dismissed, or converted to a case under Chapter 12 or 13 of the Bankruptcy Code, the
bankruptcy estate ends as a separate taxable entity. The debtor should, within a reasonable time, provide notification of the closing, dismissal, or
conversion to the persons that were previously notified of the bankruptcy case under section 3.03 to the extent notification is necessary to ensure
that gross income, gross proceeds, and other types of reportable payments realized after the closing, dismissal, or conversion are reported to the
proper person and with the correct taxpayer identification number. Gross income, gross proceeds, and other reportable payments realized after
the closing, dismissal, or conversion to Chapter 12 or 13 should, in general, be reported to the debtor, rather than the estate.
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.05 If the Chapter 11 case is converted to a Chapter 7 case, the bankruptcy estate will continue to exist as a separate taxable entity and gross
income (other than post-conversion income from the debtor’s services), gross proceeds, or other reportable payments should continue to be
reported to the estate if the gross income, gross proceeds, or other reportable payment represents property of the Chapter 7 estate. As section
2.11 notes, income from services performed by the debtor after conversion to Chapter 7 is not property of the Chapter 7 bankruptcy estate.
Therefore, within a reasonable time after the conversion to Chapter 7, the debtor should notify payors required to report the debtor’s
nonemployee compensation on Form 1099-MISC that such compensation earned after the conversion to Chapter 7 should be reported using the
debtor’s name and taxpayer identification number, rather than the estate’s name and TIN.
.06 The debtor is not required to file a new Form W-4 with an employer adjusting the debtor’s withholding allowances solely because the debtor
has filed a Chapter 11 case and his or her post-petition wages are includible in the gross income of the estate. This is true even though the
estate may be taxed at a higher tax rate than the debtor and is entitled to only one personal exemption. A new Form W-4 may be necessary,
however, under the applicable regulations when, for instance, the debtor employee is no longer entitled to claim the same number of allowances
claimed on the Form W-4 previously provided to the employer, such as for certain deductions or credits that now belong to the estate. See
§ 31.3402(f)(2)-1 of the Employment Tax Regulations. Furthermore, even where not required, in some circumstances it may be prudent for the
debtor to file a new Form W-4 to increase the amount of income tax withheld from the debtor’s post-petition wages that will be allocated to the
estate in accordance with section 6. Otherwise, estimated tax payments on behalf of the estate may be required in order to avoid a penalty for
underpayment of estimated tax. See section 6654(a).

Section 4. APPLICATION OF THE SELF-EMPLOYMENT TAX
.01 Section 1401 of the Internal Revenue Code imposes a tax upon the self-employment income of every individual. The term “self-employment
income” means the net earnings from self-employment derived by an individual. I.R.C. § 1402(b). The term “net earnings from self-employment”
means, in relevant part, the gross income derived by an individual from any trade or business carried on by such individual less deductions
allowed attributable to such trade or business. I.R.C. § 1402(a).
.02 Under section 1115 of the Bankruptcy Code, the earnings from a Chapter 11 debtor’s post-petition services, including the debtor’s
self-employment income, constitute property of the estate under section 1115. As property of the estate, the income from post-petition services is
includible in the income of the bankruptcy estate, rather than the income of the debtor. I.R.C. § 1398(e)(1). However, neither section 1115 of the
Bankruptcy Code nor section 1398 of the Internal Revenue Code addresses the application of the self-employment tax to the earnings from the
individual debtor’s continuing services. Because the debtor continues to derive gross income from the performance of services as a
self-employed individual after the commencement of the bankruptcy case, the debtor must continue to report on Schedule SE of the debtor’s
individual income tax return the self-employment income earned post-petition, which includes the attributable deductions, and must pay the
resulting self-employment tax imposed by section 1401.

Section 5. APPLICATION OF EMPLOYMENT TAXES AND OBLIGATION TO FILE FORM W-2
.01 As a result of the enactment of section 1115, post-petition wages earned by a debtor are generally treated for income tax purposes as gross
income of the estate, rather than the debtor. The reporting and withholding obligations of a debtor’s employer, however, have not changed as a
result of the enactment of section 1115. Section 1115 has no effect on the determination of wages under the Federal Insurance Contributions Act
(FICA), including application of the contribution and benefit base (as determined under section 230 of the Social Security Act). I.R.C. § 3121(a).
Similarly, the enactment of section 1115 has no effect on the determination of wages for Federal Unemployment Tax Act (FUTA) tax or Federal
Income Tax Withholding purposes. See I.R.C. §§ 3306(b) and 3401(a).
.02 Since section 1115 does not affect the application of FICA tax, FUTA tax, or Federal Income Tax Withholding, with respect to the wages of a
Chapter 11 debtor in a case commenced on or after October 17, 2005, an employer should continue to reflect such wages and accompanying tax
withholdings on a Form W-2 issued to the debtor under the debtor’s name and social security number.

Section 6. ALLOCATION OF INCOME AND CREDITS ON INFORMATION RETURNS AND REQUIRED STATEMENT FOR
RETURNS
.01 When an employer issues a Form W-2 to a Chapter 11 debtor reporting all of the debtor’s wages, salary, or other compensation to the debtor
for a calendar year, and a portion of the wages, salary, or other compensation represents earnings from post-petition services includible in the
estate’s gross income under section 1398(e)(1), an allocation of the amounts reported on the Form W-2 must be made. The debtor in possession,
or the trustee, if one is appointed, must allocate in a reasonable manner wages, salary, or other compensation reported in box 1 and the withheld
income tax reported in box 2 of Form W-2 between the debtor and the estate. The allocations must be in accordance with all the rules stated in
sections 2.09, 2.10, 2.11, 2.12, and 2.13 of this notice. If reasonable, the debtor and trustee may use a simple percentage method for allocating
income and withheld income tax between the debtor and the estate. The same method used to allocate income must be used to allocate withheld
income tax. For example, if one-sixth of the wages reported on Form W-2 for the calendar year ending December 31, 2005, was earned after the
commencement of the case and must therefore be included in the estate’s gross income, one-sixth of the withheld income tax reported on Form
W-2 must be claimed as a credit on the estate’s income tax return and five-sixths of the withheld income tax must be claimed as a credit on the
debtor’s income tax return. See I.R.C. § 31(a).
.02 In some cases, persons filing information returns may report to the debtor gross income, gross proceeds, or other reportable payments that
should have been reported to the bankruptcy estate using Forms 1099-INT, 1099-DIV, 1099-MISC, Schedule K-1 or other information returns.
This may occur, for instance, if the debtor in possession fails to notify the payor of the bankruptcy in accordance with section 3.03. In these
cases, the debtor in possession, or the trustee, must allocate the improperly reported income in a reasonable manner between the debtor and the
estate. In general, the allocation must ensure that any income (and any income tax withheld) attributable to the post-petition period is reported on
the estate’s return, and any income (and income tax withheld) attributable to the pre-petition period is reported on the debtor’s return. The
allocations, however, must be in accordance with all the rules stated in sections 2.09, 2.10, 2.11, 2.12, and 2.13 of this notice.
.03 The debtor must attach a statement to his or her income tax return stating that he or she filed a Chapter 11 bankruptcy case. The statement
must reflect the foregoing allocations of income and withheld income tax and must describe the method used to allocate income and withheld tax
between the debtor and the estate. The statement should list the filing date of the bankruptcy case, the bankruptcy court in which the case is
pending, the bankruptcy court case number, and the bankruptcy estate’s EIN. The debtor in possession or trustee must attach a similar statement
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to the income tax return of the estate.
.04 The following model statement may be used by debtors, debtors in possession and trustees in complying with the requirements of section 6 of
this notice:
Notice 2006-83 Statement
Pending Bankruptcy Case
The taxpayer, , filed a bankruptcy petition under Chapter 11 of the
Bankruptcy Code on in the Bankruptcy Court for the District of . The
bankruptcy court case number is . Gross income, and withheld federal
income tax, reported on Form W-2, Forms 1099, K-1, Schedule K-1, and
other information returns received under the taxpayer’s name and social
security number (or other taxpayer identification number) are allocated
between the taxpayer and the bankruptcy estate (EIN-) as follows, using
[describe allocation method]:
Year
Taxpayer
Estate
1. Form W-2 from Co.
$
$
Withheld income tax shown on Form W-2 $
$
2. Form 1099-INT from Bank
$
$
Withheld income tax (if any) shown on
Form 1099-INT
$
$
3. Form 1099-DIV from Co.
$
$
Withheld income tax (if any) shown on
Form 1099-DIV
$
$
4. Form 1099-MISC from Co.
$
$
Withheld income tax (if any) shown on
Form 1099-MISC
$
$

Section 7. REQUEST FOR COMMENTS
.01 The IRS and the Treasury Department are aware that further guidance may be needed as a consequence of the enactment of section 1115
and request comments from the public.
.02 In particular, section 1115 does not address whether, or to what extent, the income earned by the debtor from services performed after
confirmation of the Chapter 11 plan is property of the estate or property of the debtor. Nor does section 1115 address whether, or to what extent,
property of the estate retains its character as such after it vests in the debtor upon plan confirmation under section 1141(b) of the Bankruptcy
Code. Courts have addressed the effects of plan confirmation on the scope and extent of the Chapter 13 estate under the analogous provisions
of that Chapter, but the courts have reached varying and conflicting results. See, for example, Telfair v. First Union Mortgage Corp., 216 F.3d
th
1333, 1340 (11 Cir. 2000) (describing the estate termination approach, the preservation approach, and the transformation approach) and
st
Barbosa v. Soloman, 235 F.3d 31, 36, 37 (1 Cir. 2000) (describing a fourth, hybrid, approach). Comments are requested as to the proper
treatment of post-confirmation income, given the conflicting holdings under analogous provisions of Chapter 13. Comments are also requested as
to whether the terms of the Chapter 11 plan and the order confirming the plan may affect the taxation of post-confirmation earnings of the debtor
and post-confirmation income on property of the estate.
.03 Section 3.02 of this notice addresses the tax consequences of compensation that a debtor in possession receives from the estate for
managing or operating a trade or business carried on by the debtor before the commencement of the bankruptcy case. In some cases, however,
the estate might not conduct a trade or business because the debtor was the employee of a third party before the commencement of the case and
continues as an employee post-petition. Comments are requested on the tax treatment to the estate and the debtor of the portion of the
post-petition compensation from a third party employer that the bankruptcy court allows the debtor to retain to pay for the debtor’s personal or
living expenses. In particular, comments are requested regarding whether such post-petition compensation is subject to double taxation as gross
income to the debtor under section 61 and earnings under section 1115(a)(2) of the Bankruptcy Code includible in the estate’s gross income
under section 1398(e)(1), without a corresponding deduction for the estate.
.04 Comments should be submitted on these and other relevant issues in writing on or before December 1, 2006, to the Internal Revenue
Service, P.O. Box 7604, Washington, D.C. 20044, Attn: CC:PA:CBS (Notice 2006-83). Submissions may also be hand-delivered Monday through
Friday between the hours of 8 a.m. and 4 p.m. to the Courier’s Desk at Room 105, First Floor, Internal Revenue Service, 1901 S. Bell Street, Jeff
Davis Highway, Arlington, Va., Attn: CC:PA:CBS (Notice 2006-83). Submissions may also be sent electronically via the internet to the following
email address: Notice.comments@irscounsel.treas.gov. Include the notice number (Notice 2006-83) in the subject line. All comments will be
available for public inspection and copying.

Section 8. PAPERWORK REDUCTION ACT
.01 The collection of information in the notice has been reviewed and approved by the Office of Management and Budget (OMB) in accordance
with the Paperwork Reduction Act (44 U.S.C. 3507) under control number 1545-2033.
.02 An agency may not conduct or sponsor, and a person is not required to respond to, a collection of information unless the collection of
information displays a valid OMB control number.
.03 The collection of information in the notice is in section 6 of this notice entitled “Allocation of Income and Credits on Information Returns and
Required Statement for Returns.” The collection of information is required for compliance with I.R.C. § 1398. The collection of information is
required to comply with the Internal Revenue Code. The likely respondents are individuals and their chapter 11 bankruptcy estates.
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