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I Hlstory and Development of Tax Treatment in- Bankruptcy‘

q TXl 01 Introductlon.

Adv1smg ﬁnan01ally troubled - taxpayers that are either insolvent or are
cons1de‘ ‘g filing-a title 11 case;-or are- debtors in a pending’ case, links

- the comphcated‘ -and normally d1st1nct legal practices of taxation and

bankruptcy Further ‘the subject of federal taxation in relation to a title
11 case reﬂects a; dehcate comrmnghng and balancmg of conﬂlctmg public
pol1cy obJect1ves S

Collectmg taxes is the keystone, for the operatlon of govemmental
entities. The system of taxation and the 1mpos1tlon and collection of taxes
were: designed by Congress and the U.S. Treasury to nmaximize the dollar -
return.to the govemment by such means as: priority in payment of taxes
over the debts-of. other creditors; easily created lien nghts in favor of the
collector .to’ secure past due taxes; sunpllﬁed attachment of wages and
recelvables s1mphf1ed securing ‘of . delinquent taxes through the IRS
adnumstratwe process; interest assessed and collectlble on past due taxes;
penaltles assessable and collectible for unpaid taxes; and imposition of
third- party hab1hty for failure : 1o collect and pay over taxes.

The Internal Revenue Code seeks the full, complete and prompt payment

of taxes.? All taxes due to the government must be collected, and it is

the IRS’s"duty and respons1b1hty to'do so promptly and efficiently.2

Title 11 was - des1gned by Congress in 1978 to provide debtors with a -
“fresh start” by grantmg them a dlscharge from certain -obligations, to:
distribute assets and pay claims in a predetermined scheme with a statutory
system of pnontles and to -provide debtors with an ‘opportunity to
reorgamze rehabﬂ1tate or hqu1date 3 .

. TXLOL
_ 1See Bull v.  United States, 295 USS. 247, 259, 55°S. Ct. 695, 79 L. Ed. 2d 1421 (1935) (“taxes

“are the lifeblood of government ‘and’ their prompt and’ certdin availability an imperious need.”).

- 2 See Bob Jones University .v. Simon, 416 U.S..725, 94-S. Ct. 2038, 40 L. Ed. 2d 496 (1975),
modified on other grounds by South Carolina v. Regan, 465 U.S. 367, 104 S. Ct. 1107, 79 L.

-Ed. 2d 372 (1984); In re A & B Heating and Air Conditioning, Inc., 823 F.2d 462, 17 C.B.C.2d
' 1409 (11th Cir. 1987); see generally Bancroft Postpetmon Interest on Tax Lzetzs in Bankruptcy

Proceedmgs 62' Am. Bankr. LJ 327 (1988). ;
3 For a philosophical dlscussmn of the elements of the Bankruptcy Act and-its. goals, see The

Report of the Commission on the Bankruptcy Laws of the United States, Chapter 3, HR. Doc.

No. 93-137, 93d Cong., Ist Sess. (1973) reprmted in Vol. B Collier 'on Bankruptcy, App. Pt. 4(c)

e (Matthew Bender 15th Ed. Rev1sed), see also-Trost and ng, Congress and. Bankruptcy Reform

(Rel. 14—12!06 Pub.861)
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It may be argued that 1f all -tax hablhtles -were excused and d1scharged IR
o and all debtors reorgamzed .and rehablhtated .the-new debt free "entities

created could theoretically generate greater busmess revenue and larger
tax- collections. However, in. practice, the legislative policies of the
Bankruptcy Code and the Internal Revenue Code tend to conflict with-each

“other. How is the conflict between the policy of promptly and efficiently
- collecting all taxes due balanced against the’ orderly administration of the
‘objectives of the- Bankruptcy Code the concept of “fresh start” and
rehabilitation? Is the conflict 1rreconc11able‘7 Congress addressed this issue
when the Bankruptcy Code was 1mt1ally enacted in 1978 and acknowl-
edged that a'tension exists among the interests of creditors, debtors, and
the.government; interests which are susceptlble toa balance in treatment
in the bankruptcy process 4.

The Bankruptcy- Code seeks equality of drstnbutlon fmanc1a1 rehabilita-
tion and a fresh start. Although there are- many points of divergence in

the operation of the two leg1s1at1ve schemes, it is pos31ble that the. overall-

objectlves of the Bankruptcy Code and the Internal Revenue Code do not

(Text continued on page TXI1-5 ) i

Circa.1977, 33 Bus. Lawyer 2 (1978); Hanover National Bank v. Moyses, 186 US. 181,22 S.
Ct 857 46 L. Ed. 1113 (1902); Kuehner, v. Irving Trust Co., 299 U.S. 445, 57 S. Ct. 208,81 '
L’Ed. 340 (1937) Umted States v. Whiting Pools, Inc:, 462 US. 198, 103 S Ct 2309, 76.L. .

Ed. 2d 515 8 C:B.C.2d 710 (1983).

4 ) a Bankruptcy Reform Act of 1978, Pub. L. No. 95:598, 1978 U.S. Code Cong & Adrmn ‘News
" 5787, 5799-5800 (reprmted in Vol A Colher on Bankruptcy, App Pt 4 (Matthew Bender 15th
Ed. Revrsed) - .

_Inabroad sense, the goals of rehabrhtatrng debtors anid g1vmg equal treatment to private voluntary
creditors must be balanced wrth the interests of govemmental tax authontres who if unpaid taxes
exist, are also creditors-in the proceedlng :

A three way tensron thus exists' among ( by, general credrtors, who should not have the funds

_available for payment of ‘debts exhausted: by -an excessive accumulation of taxes for past years; .
(2) the debtor, whose . “fresh start” should- likewise not be burdened with such an accumulatron, : T
and (3) the tax colle¢tor, who' should not lose taxes which he has-not.had reasonable time to, collect N

or ‘which the law restrained him from collecting. ‘See also, Logal Loan Co. v. Hunt, 292 U. S: 234,

54 8. 'Ct. 695, 78 L. Ed. 2d 1230 (1934) for the Supreme* Court’s concepts of the purposes of

the Bankruptcy Act of 1898 the predecessor to -the" Bankruptcy Code '

.. (ReL14—12[06 Pub.861)
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conflict -because successful reorgan1zat10n satisfies the goals. of ‘bank-

* ruptcy and.tax.”s

On the other hand there will always be tension between ‘the. debtor
creditors; and the Iriternal Revenue Service in every bankruptcy case where

the debtor has not paid prepetition taxes and this -tax hablhty is_ carned ‘
forward to. the bankruptcy estate. s’

‘][ TX1. 02 I-Ilstory of Tax Treatment in Bankruptcy

An 1mportant element of income tax planmng for adebtor’ corporatlon T
about to: file for bankruptcy relief is adjustment of debt w1thout further
federal income tax hab111ty loss. of favorable tax attrlbutes or net operatmg A

loss carryovers

The - Bankruptcy Act of 1898 (“Bankruptcy Act”) contalned some
prov131ons which affected the bankruptcy court’s tight to determineé taxes
owed by ‘the ‘trustee of the bankrupt’s estate to the Internal Revenue
Service.z The bankrupt had the ab111ty to ask the bankruptcy court to take

5 Rothman, Responstble Persons and Irresponstble Doctrme The Allocation of the Bankrupt s
Postpetition Payments on Unpaid- Prepetition Federal Taxes, 95 Comm. L.J."24, 36 (1990). The

_author makes the point that viable reorganization prov1des more money to creditors-than liquidation

and -préserves the economic life of the business entfity, thus allowing the government to receive

- partial payment§ ‘with interest for many ‘years for tax obligations as a part of the reorgamzatlon -
plan; so'that over a six-year period the government theoretically receives mterest and aJl revenue

owed or, at least, maximizes the funds it collects.

6 See Jenks,’ “The Tax Collector in Bankruptcy Court  The Government’s Uneasy Role as Credl-
tor-in Bankruptcy,” 71 Taxes 847 (1993)

q TX1.02.

1 Asofsky, Reorgamzmg Insolvent Corporattons Today, 47 Inst. on Fed Tax n°40-3 (1989) The
author ‘discusses debt adjustment objectives from a tax standpoint. He concludes that the tax
consequences can play a significant role in determining whether a plan of reorganization is feasible
and whether the debtor corporation can survive, successfully reorganize and have its plan confirmed.

Asofsky points out that attaining the goals of both the policies.of the Internal Revenue Code and

the' Bankruptcy Code should not be regarded as “tax avoidance” because the bankruptcy tax rules
reflect congressional tax policies which weére:designed.to mtegrate rehabilitative policies and tax

‘collection objectives, He .complains that the 1980s ushered in a new tax pohcy attitude: “In the

guise of reform and equity. many of them [tax breaks] have been swept aside without regard to
the economic consequences.” Asofsky, Reorganizing Insolvent Corporations Today, 47 Inst. on
Fed. Tax’n 40-4 (1989). He concludes that “tax relief once afforded to struggling companies .is

being. slowly withdrawn. Practmoners in the bankruptcy-field must learn the new ‘rules to take

advantage of the tax benefits that sull exxst » Asofsky, Reorganizing Insolvent Corporations Today,
47 Inst. on Fed. Tax’n 40-4 (1989).

. zBankruptcy Act § 2(a)(2)(A), reprinted in Nol. A Collier on Bankruptcy, App Pt 3(a) (Mat-

-thew, Bender 15th Ed. Revised); City of Amarillo'v, Eakens, 399 F.2d 541 (Sth Cir. 1968), cert,

denied, 393 U.S. 1051 89 S..Ct. 688,21 L. Ed. 2d 692 (1969)

ReL13—11/05 Pub.861)
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jurisdiction ‘over tax issues. If the bankruptcy court made a ruling on
prepetition income taxes, this ruling may not have been binding on the
IRS. Frequently, even though a bankruptcy court.had ruled on the amount
of nondischargeable tax claims exclusive of those paid out of the adminis-
tration of the bankrupt’s estate, thé IRS could relitigate the tax questlons
and ‘liability in a nonbankruptcy court.

The bankruptcy court and the Tax Court had concurrent jurisdiction to
determine tax liability. A decision’ of the Tax Court was not binding on
thie bankrupt’s estate unless the bankruptcy trustee intervened and partici-
pated in thé htlgatlon befo_re the Tax Court. On the other hand, the.
bankruptcy court’s decision would not have had binding effect on the
individual bankrupt unless the-bankrupt had invoked the bankruptcy
‘court’s jurisdiction. The bankruptcy court had no jurisdiction over refund
suits. If a bankruptcy trustee sought a refund from the IRS, suit was
required to be filed in the Tax Court, the United States District Court,
or the Court of Claims.3

There was no Junsdlctlon in the bankruptcy court to force the IRS to
audit and approve tax returns filed, to determine and calculate net operating
losses, or to enter judgments or orders which determined the tax conse-’
quences of plans of arrangement or reorganization.4

"Once a bankruptcy case was filed, there was no automatic stay, and
the IRS had the power to assess income tax liabilities against the bankrupt.
This concept.of immediate assessment was detrimental to the bankrupt
taxpayer because it took away the power of the Tax Court to pass on tax
issues. After immediate assessment the Tax Court had no jurisdiction over
the bankrupt’s tax liabilities. The bankrupt’s right to invoke the jurisdiction
of the bankruptcy court was available after immediate assessment of tax
by the IRS, but the ruling of the bankruptcy court had a limited effect
on the IRS. The IRS could proceed after the immediate assessment of the
tax to collect the tax by levy on the bankrupt’s property and could seize
and sell assets in which the bankrupt had an interest.. The bankrupt had
hnuted effective remedies. One remedy was to pay the tax assessed and

3 Danning v. Umted States, 259 F.2d 305 (9th Cir. 1958), cert. denied, 359 U.S. 911, 79 S. Ct.
587, 3 L. Ed.- 2d 574 (1959); Bankruptcy Act, § 23(b).

4 In re Wingreen Company, 412 F.2d 1045 (5th Cir. 1969); In re Inland Gas Corp 241 F2d
374 (6th Cir. 1957), cert. denied sub nom. Allen v. Williamson, 355 U.S. 838, 78 S. Ct. 35,2
L. Ed. 2d 50 (1957). Plans .of arrangement were proposed and approved by the bankruptcy court
in Chapter X1, and- affected and modified unsecured debt only 1f approved by 51 percent of the
creditors affected in number and amount. .

Rel.13—11/05  Pub.861)
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sue for-a refund ‘of the tax paid in the United States District Court. This -
court could order the IRS to refund the erroneous tax collected with
interest. The bankrupt could alsoeléct to sue the IRS in the: Court of Claims
after the tax had been paid. The bankruptcy court had no jurisdiction to
order the IRS to refund the. taxes collected even though the IRS had filed
a proof of claim with that court. ’

Because the bankruptcy court had limited Jurlsdlctlon in tax matters,
very little - interest had been generated with- respect to the tax aspects.of
bankruptcy and; reorgamzatlon pnor to the Report of the Commission on

the- Bankruptcy Laws of the Umted States (the “Commission™).5 The _
' Commission was created by Congress to study the Bankruptcy Act existing -

at- that time.® The .Commission; Report andits- recommended legislation
were lntroduced in the House as 'H. R.10792: and in.the Senate: -as S. 2565.
‘At that timie,- ‘many Ppractitioners recogmzed that tax reform was sorely )

‘needed in the bankruptcy area with-regard to tax beneﬁts derived from
- debt cancellatlon and net operatlng loss (“NOL”). carryovers 7T A

5The ‘Report of the Comrmssmn on. Bankruptcy Laws of the Umted States ‘was 1ssued in two
parts, Partl and Part II, HR. Doc. No. 93-137, 93d Cong., st Sess. (1973) reprinted in Vol. -

‘B Collier on Bankruptcy, App. ‘Pt 4(c) (Matthew Bender 15th Ed. Revrsed) Part I of the

Commlsswn Report was a survey in narrative form and contained recommendations, authorities -
and-reasoning, Pan 1 was the proposed Bankruptcy Act of 1973 introduced in the House as H. R )
10792 and -in-the Senate as S. 2565." .

6 The Commission was established by Pub. L. No. 91-354, 84 Stat 468, effectlve July 24, 1970,
The Commlssron ‘Chairmen,- Harold: Marsh, Esq., Professor Charles Sehgson, ‘and’J. Wilson
Newman, were appointed by the President. Two- United States Dlsmct Judges: were appointed by
the Chief Justice of the Supreme Court, two Senators were appomted by the President of the Senate,
and two Representatives were appointed by the Speaker of the House. The Commission became
operational on June-1, 1971, and uuhzed a full time staff, research assoclates and :assistants, and
a number of consultants. - . -
- 7 See Blum, Ramzﬁcatzons of Bankruptcy in Federal Tax Matters, 29 Inst. on Fed. Tax’n 937
(1971); Glancy, Canymg Losses Through Chapters X and XI Reorganizations, 28 Tax L. Rev. -
27 (1974); Horwich, The Taxation of Appreciation Income in the Course of Bankruptcy; 73 Com,
L.J. 448 (1968); Kay, Federal Taxes, Bankruptcy and Assignients for the Benefit of Creditors—A

'

"Compartson 73 Com._L.J. 78 (1968); Kingsmill, Bankruptcy and the Tax Law, 18 Tul. Tax Inst.

633. (1969); Mansﬁeld Coogan, Scheffer, and Stuetzer, Practical Techniques for Handling Tax
Problems in Bankruptcy: A Panel Discussion, 27 Inst. on Fed. Tax’n 1115 (1969); Newton, Tax

- Planning Factors to be. Considered by Debtors and Creditors in and Out of Court; 83 Com. L.J.
513 (1978); Paul, Debt and Basis Reduction Under the Chandler Act, 15 Tul. L. Rev. 1 (1940);

Plumb, Tax Recommendations of the Commission on the Bankruptcy Laws—Income Tax Liabilities
of the Estate and the Debtor, 72 Mich. L. Rev. 937 (1974); Tax Recommendations of the
Commission on the Bankruptcy Laws—Priority -and Dischargeability of Tax Claims, 59 Cornéll

- L. Rev.:991' (1974); Tax Recommendations of the Commission. on the Bankruptcy Laws—

Reorgamzanons Carryovers, and the Effects of Débt Reduction, 29 Tax L. Rev. 229 (1974); Tax

- Recommendanons of the Commission on the Bankruptcy Laws—Tax Procedures, 88 Harv. L. Rev.

(Rel.13—1 1/05 Pub.| 861)
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d1st1ngu1shed tax expert had prev1ous1y recogmzed that the cancellatlon :

of- 1ndebtedness in the tax area was a. problem of “creepmg confusion.”
He urged comprehens1ve statutory treatment. ® It might be noted that both

of these areas continue to be of major concern today and were and have -

"been addressed in tax leglslatlon subsequent to the Bankruptcy Tax. Act
of 1980.e B T

Similarly, the Commission Report recommended and suggested numer- |
ous amendments to the Bankruptcy- Act and: to the ‘Internal Revenue )

Code.1o The Commission proposed the teduction of NOL carryovers to

‘the extent that indebtedness that was cancelled or reduced had. contributed

to those losses. The Commission adhered:to the view that the mere filing

of a reorganization- petition should not bar the carryforward of tax attributes

‘or generate tax consequences apart from the - spe01ﬁc tax rules apphcable
to ‘the transa;ctlon 1tse1f 11 : .

. For example a ser1es of amendments ‘to LR.C. §§ 371 381 and 382
were recommended 12 Asg the law- stood an LR.C~ §371 bankruptcyi

1360 (1975), Shemfeld and Parkms, Tax Problems of a Busmess in Reorganization and )
Arrangement 13 Hous. L. Rev. 480 (1976); and Tlllmghast and Gardner, Acquisitive Reorgamza-‘ ‘

tzons and Chapters X and XI of the Bankruptcy Act, 26 Tax L. Rev. 663 (1971) }

8 See Eustice, Cancellation of Indebtedness and the Federal Income Tax: A Problem of Creepmg‘
Conﬁmon, 14 Tax L. Rev. 225, 288 (1959), in which Professor Eustice stated: .

.[E]t would seem sufficient experience has been-accumulated in the cancellation: of mdebtedness
'ﬁeld both among merbers of the tax bar-and the Legislature, to sustain the mtelhgent drafung

of a uhiform and comprehensive- statutory treatment of this .problem. Thereis a crying need for -
-some adequate guldeposts to taxpayers and the Govemment in this exceedmgly complex field.

,Reason and necessity can-demand‘rio less.

© The Tax Reform_Act. of 1984, Pub. L. No. 98-369 (1984) and the Tax Reform Act of 1986,
Pub. L. No. 99-514 (1986). See also The Tax Simplification Act of 1991 (proposed and introduced
as'S. 1394 in the 102d Congress, 1991) See dlscusswn at  TX8.04[2] infra.

10 The Commission Report (Part I Chapter 11, 'pp. 227-297) sets forth the recommendatlon of

amendments to hankruptcy and tax statutes to eliminate inequities that the Commission felt existed .

from'the interacfion of bankruptcy and tax. Part I and Part II, H.R. Doc. No. 93-137, 93d Cong,

1st Sess. (1973), reprmted in Vol."B' Collier on Bankruptcy, App. Pt. 4(c) (Matthew Bender 15th -

Ed. Revised). -

. 11 This position was articulated in the Commlssmn Report with the recommendation that LR.C.
§ 381, which provides that the acquiring corporation in a tax-free reorganization under LR.C: § 368

succeeds to loss carryovers and specified tax attributes of the acquired corporation, should be -

applicable toa nonjudicial inselvency reorganization under L.R.C. §371. In other words, the
Commission recommendations "provided for carryforward of losses and tax attributes after a
reorganization regardless of whether the general requlrements of a tax-free reorganization pursuant
to pr0v1s10ns of LR.C: §368 were met. -

12[R.C. § 371 provided for- tax-free treatment of reorgamzatlon ofa corporatton in Chapter X of
the Bankruptcy Actorina receivership, foreclosure, or similar proceeding. The provisions of: I RC.

. ReL13—11/05 Pub861), :
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' reorgamzatwn was not apparently within. the scope of LR.C. -§ 381;
therefore, the NOL carryover of the: reorgamzed corporation was lost. The

Comrmss1on recommended that LR. C § 381 be made apphcable to a\

~ bankruptcy reorganrzatron 0. that the’ reorganlzed entlty or, its successor

could 'succeed to and use ‘the NOL carryforward as prov1ded in LR.C.

§ 381(a). All NOL carryforwards would have been made available to a

successor corporation followmg reorgamzatron in bankruptcy or outside
of bankruptcy: pursuant to the Internal Revenue Code provisions. This
objective would have been reached by an amendment to LR.C: § 382,

-‘q-i o
VN

‘which would have prov1ded that an increase in the amount. of stock owned 4
‘ by creditors in cancellation of the1r indebtedness would: e ot Be-treated as
purchase of the debtor corporatlon s stock.13 ‘

1

The Commlss1on proposed an adJustment of the basrs of property in-
a reorgamzatlon case by the amount of the debt reductron if the reductlon .

would otherwise have been taxable ‘a8 income from the drscharge of
indebtedness. The extent of the’ proposed basis’ reductlon would not have -
exceeded the amount by wh1ch the reorgamzed debtor was solvent after

the. cancellatlon or reductlon of debt. The Commission’s’ recommendatlon

_ with regard to, stock given to creditors in exchange for debt, whether
-partially or:fully in satlsfactlon of- credltors claims, was based on the
premise that such a' transaction was not an act requiring a reduction of

corporate indebtedness, a basrs reductlon ora reduction in NOL carryfor-

wards. The Commission reasoned that: credrtors exchangmg debt for stock :
.'had a ﬁnanc1a1 interest in the reorgamzed debtor and, therefore should

§371 did not apply to Chapter XI of the Bankruptcy Act when transfers of assets- occurred from
a debtor corporation to a new corporation pursuant to an arrangement LR.C. § 381 permitted 1oss

" carryovers and other tax attributes of the transferor corporation to be acquired by- the transfereep
»corporatlon if the reorgamzauon qualified under LR.C. § 368(a) as.a tax-free corporate reorgamza--

tion. This was not apphcable to msolvency reorgamzatrons IR.C.§ 382(b) limited the use of net
operating loss carryovers by afi- acquiring corporatron under LR:C. § 381 where shareholders

stock: of the acqutrmg corporauons

13 Specrﬁcally, it was proposed that IR.C. § 382(a)(1) be amended to assure that an increase
in stock ownership resulting from a creditor’s yexchange of ‘stoek for debt in a bankruptcy
reorganization or a nonjudicial insolvency .reorganization under TR.C. § 371 would not be

considered an increase resulting from a “purchase” of stack. It proposed a restriction if the creditor’s

claim had been obtained for the purpose of acquiring the stock in either a bankruptcy reorganization

or insolvency reorganization. In such- event, the transaction. would-be tainted and result in a stock

_purchase

" (Rel.13—11/05 ?uh.'86 1

1

: 1mmed1ately after the reorganization owned less than 20 percent - of the fa1r market value of the-,

"
%,

y ‘
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not be responsible for makmg the debtor successful or bear the burden

- of future financial success 12

Prior to the Cormmssron s consideration, the tax consequences-of a -
Bankruptcy Act Chapter X reorganlzatlon Chapter XT arrangement, or
Chapter XII real property arrangement were determined by specific
mandatory provisions deahng with taxes, contained within the Bankruptcy
Act itself. No taxable income resulted from the reduction of indebtedness
when debts were dlscharged by agreement among the creditors if the debtor
was insolvent immediately- after the agreement took effect.1s Income was

- - realized only:if the diséharge of debt rendered the debtor solvent, and only

to the extent of the solvency. If- the reorganization or arrangement did not

" - involve the transfer of assets, the basis of assets remaining in the debtor’s
-hands was reduced by the amount of debt forgiven by the creditors.1e

Forgiveness of debt usually resulted ffom a plan-of reorganization or plan

-of arrangement, dependmg on the apphcable chapter within which the

proceeding fell.

There was a hrmtatlon ‘to the amount of basis reduction, however.
Generally, a bankrupt’ s basrs in its assets could not be reduced below the
fair market value of the assets at the date of conﬁrmatlon of the corporate -
reorganization or arrangement plan.1?7 Any excess debt discharged which- -
did not reduce basis because of the limitation was excluded from income.

A significant dlspute ex1sted concerning the interrelationship of losses,
carrybacks, and carryforwards in reorganizations or arrangements under
the Bankruptcy Act. In bnef there was no unanimity on the extent to which
an NOL carryover of 4 réorganized debtor remained available after
reorganization had taken place. This depended on whether the reorganiza-
tion was internal, or was-accomplished by: a transfer of assets or by a

»successor corporatlon acqumng the debtor corporatlon s stock. 18

Subsequent to the Commission’s Report and recommendatlons the :
Commission introduced a-number of bills containing substantive tax

14.The Commission’s recommendations, according to one interpretation, appear consistent with
a policy favorable to rehabilitation. One could conclude that the Commission felt that an exchange
of stock for debt would be a favorable reorganization device.

15 Bankruptcy Act §§268 (Chapter X), 395 (Chapter XI), and 520 (Chapter XI0).

* 16 Bankruptcy Act §§ 270 (Chapter X), 396 (Chapter XI), and 522 (Chapter XII).

17 Bankruptcy Act.§§ 270 (Chapter X); 396 (Chapter XI), and 522 (Chapter XII).
18.See Plumb, Report on Los’st'ar_ryovers, and Debt Reduction in Proceedings Under Chapters
X, XI, and XII, HR. Doc. No. 93-137; 93d Cong., 1st Sess. 1-178 (1973).
’ ) ' - ‘ " (Rel13=-11/05 Pub61)
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provisions.®® The N ational Conference of Bankiuptcy Judges proposed aj

revised Bankruptcy Act asa counterproposal to the Commission’s bill.2e .

This bankruptcy bill did not change the Commission’s bill -with regard
to.the special ‘tax: provisions and the tax consequences of hquldatlon and .
reorganization. From 1974 to 1977, a number of proposed bankruptcy bills

. were introduced: i 1n the House and Senate 2‘

As a result of the Commlss1on S tax recommendatlons, the modermza—

R tion of ‘tax treatment in’ bankruptcy generated contmumg 1nterest by
. governmental ent1t1es 1n an effort to strengthen their. position in bank-

ruptey. The tax prov181ons in. the Bankruptcy Abuse Prevention- and

- Consumer Protect1on Act of 2005! (“BAPCPA”)22 brought together ideas

and concepts from the Department of Justice, the Internal Revenue Service

.and the National’ Ass001at1on of - Attorneys General 23 The tax prov1s1ons“

of BAPCPA were des1gned to - simplify. tax’ collectlon and give more
strength and power to federal, state and locai tax collectors ina bankruptcy :
case. : ‘

The h1stor1cal evoluuon of the Bankruptcy Code the Bankruptcy Tax

~ Actof 1980 and. BAPCPA is. discussed later in this 1ntroductory materlal 24

The foregoing. discussion: brlngs the chronological’ development of tax -,

R treatment ‘and problems to 1978 before the enactment of the Bankruptcy -
'Code ot

. :_‘][ TXl 03 Leglslatlve Hlstory of Tax Treatment m Modern

Bankruptcy Practlce. -'
In 1977 the: Bankruptcy Reform Act of 1978 w1th tax prov1s1ons ‘was -

_"introduced in the House.1 Because H. R -8200 contained tax prov1s1ons '-

“1e The: Commlssxon s proposed b111 H R 10792 was mtroduced by Congressmen Edwards and a
nggms in 1973. - ‘ .

"20 H. R. 16643 was 1ntroduced by Congressmen Edwards and nggms in. l973

21 Fora thorough and comprehensive legislative: history of the makmg of the Bankruptcy Code,
see Vol. B Collier. on' Bankruptcy, App Pt. 4 Matthew Bender 15th Ed. Revrsed)

22 Pyb, L. No: 109-8 (2005), effect1ve in: cases commenced on or after October 17, 2005 re- -

, prmted in Vol E-2 Collier on Bankruptcy, ‘App- Pt 10() (Matthew Berider - .15th Ed: Revised).

;. 23 Report ‘of the ABA: Tax Section Task Force on'the Tax recommendations of. the National

'Bankruptcy Review Commlsswn, Asofsky.and McKenne, 97 TNT 90 22 (May 9, 1997) hereafter
. the ABA Tax Secuon Task Force Report. .

© 28 See ‘1{ TX1: 03 and ‘iI TX] .05 infra.
1 TXl 03 -
1 H R. 8200 95th- Cong 1st Sess was reported by the House Comnuttee on the Jud1c1ary on

-(Rel.13—11/05 PuhSGl). B
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ol that were w1th1n the Junsdlctlon of the Commrttee on Ways and Means,
I ‘a d1spute between the Jud1c1ary and Ways-and. Means Commrttees ensued; . -~ .
. ‘An-accord was reached. The Judiciary Committee femoved: the federal tax: -- - . -~
provisions'in: the Bankruptcy Code and repoited the bill. Certain substan-. - =
~ -tive tax provrsrons remamed in H.R. 8200 but those provisions operated *. . -
) "'only w1th respect to staté and, local taxes 2°Asa consequénce, when H.R, S
-~ '8200 ' was sigred into:law on November 6, 1978 (effective-on -and: after . &
. ;-October 1. 1979) 1t ‘was;, from ar tax practrtroner s. point . of view, A
o mcomplete ekl Lk DU . A
On November 3; 1977 H R 9973 a. bankruptcy fax brll was mtroduced e
spec1ﬁcally 1o cover federal taxes that had been ormtted from H. R 8200.
The Subcommittee on Civil and- Constltutronal nghts ‘of the: House;_‘
: Judlclary Commiittee proposed HR. 9973 a5 a spec1al bankruptcy tax’ Bill -
‘ ,"des1gned to modlfy and:. modermze ‘the tax treatment of 1nsolvency .
. proceedmgs and title 11 casés. H:R 9973 was referred 0 the Comrmttee ST
+ on,Ways-and’ Means; wh1ch commenced hearmgs on February 22,. 1978 et
. .Thé bill was: des1gned‘ to' deal with. certain tax aspects of title- 11 and, in .
' _partlcular the 'tax treatment of d1scharge of. indebtedness. 1ncome, the . .
< Teorganization: of debtor corporatlons the Junsdlctlon of various ‘courts 4~
 over tax deficiency and refund litigation, priority riglits of the tax1ng entrty PR
7 -and questions of tax liability-and collection of taxes arising during a‘title” . = .-
L ,'11 case. Hearings of ‘the’ "Committee ‘on Ways and Means oI HR 9973« ‘
"were concluded 4in 1978 but 1 no action ‘was taken on the bl

HR. 5_,0.43,‘ the Bankruptcy Tax Act of 1979 was introduced: on. August ,: ) N
1, 1979’ Th1 I was, heralded by the announcement that it had been‘ to

September 8 1977 The b1]l was then debated of. the ﬂoor of the House of Representatrves on -
: October 27—28 1977 and on Febru 1%1978 Thrs bill was, _passed. by the House and. sent to_ 5 SR
. the: Senate along with House Judrcrary Report 95-895:- The Senate Brll S 2266 substantrally PR _
’ -1dent1cal ‘to HR. 8200 “was consrdered by the Senate Judiciary Commrttee and reported favorably,‘_' A ‘ '
“on July 14; 1978.Thé"Senate corisideredand acted on’S 2266 on: September 7,:1978. HR; 8200 " "
Was: amended by the Senate by stnkmg out:all the text after the enactrng clause and subsututmgv”
“the text of S. 2266 “This is the rmnner i, whtch the Senate approved $.72266" and ‘blénded H. R, - :
"+ 8200:into the com romrse blll that b X ‘No 95—598 the Bankruptcy Reform Act of i .
"1978 Lo -
2 The specraltax prowsrons of H R. 8200 (§§ 346 728 1146 and 1331) as ongmally wntten T
were applicable to “Staté; local and federal taxes. The- ‘Ways and Méans Commiltee and Jud1c1ary
Comimittee- agreement allowed HR. 8200 tobe unmedrately consrdered by the Judrcrary Committee. .
The special tax Provisions remamed in' "H.R. 8200, ‘but an amendment was adopted- limiting the SR
. ‘scope of such’ special tax” provisions to state and. local tax rules See 3 Collter o Bankruptcy, L . o
q 346. 01 (Matthew Bender 15th Ed." Revrsed) it: was hoped that the v01d would be ﬁlled by H. R o _' -
9973 } . . : R

®el13—11005 Pubgs)” ;. - &
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developed by the congressronal staffs based on extenswe studies, commen-

taries, and recommendations for changes:in bankruptcy tax rules made over
the previous six yeats, On September .27, 1979, the Ways and Means

Subcommittee on Select Revenue Measures’ held hearings on H. R. 5043. .

H.R. 5043 was- approved by the Subcomrmttee on November 1, 1979,

subject to further commentary on certain aspects E - ‘

On December 13 1980 the House was asked to- concur in certain Senate o

‘amendments 0. H R} 5043, which ‘was' called the: Bankruptcy Tax Act of

1980.3 The Senate amendrnents were read 1nto the Congressmnal Record.4
The bill was descrrbed as an amendment to’ the- Intemal Revenue Code
of 1954 to, prov1de for the tax treatment of title 11;; msolvency, and similar
proceedmgs “The: Bankruptcy Tax Act of 1980. ;was characterized by the

Chairman ‘of the Comrmttee on 'Ways and Means, Representatlve Ullman,

as an important bill which had been carefully ‘developed over the past two K
years.5 Representatrve Ullman advised his, colleagues _that unless the -
Bankruptcy Tax Act of 1980 was enacted, there would be confusion and

controversy-. regardmg the statutory Tules govermng the tax treatment -of

debt d1scharged and other tax- aspects of title 11 ¢ases.s On December --

24, 1980, the Bankruptcy Tax Act of 1980 as passed by the Senate and

House, was: s1gned by Presrdent Carter. The Bankruptcy Tax Act was very.
controversral insofar as it permitted special tax treatment for bankruptcy -

transactions; Many ‘opposed’ relaxation’ of . traditional tax rules in- bank-
ruptcy reorgamzatron situations and' preferred to keép out-of-court reorga-
mzatlons and bankruptcy reorgamzatlons on. equal footing. These critics

3 The Housé passed HR. 5043 on- March 24, 1980 by a vote of 324—0 after it was considered

~ by the Subcommittee on Select Revenue Measures_of the House' Committee'on Ways and Means.
H.R: 5043 was’ considered by the Subcommittee on Taxation ‘and Debt Management of the Senate -
Committee on Finance on May- 30, 1980. Throughout this- chapter, ‘the compromise leglslatron,r

Pub. L.'No. 96- 589, passed by -Congress. ‘and srgned by Presrdent Carter w111 be referred to” as

the Bankruptcy Tax Act of 1980.

-4 A full statement of the Senate proposed amendments may be found in 126 Cong Rec. S. 16489-

16492 (daily ed. Dec 13, 1980). The proposed Senate amendments were read mto 126-Cong. Rec.. |

H..12419-12422 (daily ed. Dec. 13, 1980).

5Representat|ve Ullman’s full- statemient rs found ‘at 126 Cong Rec. H. 12461 12464 (dally ed.‘ -

" Dec. 13, 1980).

8 Representanve Ullman characterized the “stock-for-debt” rule proposed by the Senate amend- .

ment as a favorable tax treatment that encouraged. reorgamzatmn rather than’ liquidation of
financially distressed conpanies. He also expressed the view that the proposed Senate amendments
represented a fairly balanced approach between the policy of the tax collector and the Bankruptcy
Code concept of a “fresh start.”:Final Senate and House Debate, 126 Cong. Rec. §16489-16493
and H. 12439 12464 at H. 12461-12462.-

(ReL13-—11/05 Pub.861)
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g argued that the: debtors in a tltle 11 case recerved an advantage OF. “head{ .

‘ ;start” over. other taxpayers 7i

, “ The Bankruptcy Tax Act has been affected by subsequent amendments
\ '{to the Internal Revenué.Code. Of particular importance:are revisions made

\ as part of the sweepmg tax simplification ‘and reform: program passed by
99th Congress4 ‘The . Tax" Reform Act of 1986 8 embodymg these
“reforms; was signed into law on October 22,1986 Th1s was the. culmina-

tron 'of much. debate 9: The 1986 Act 1ncluded amendments i m areas that e

have: historically. been of concern to; bankruptcy practitioners; It addressed * +
and substantlally restrictéd-the ab111ty of a debtor.corporation to contmue._;" R

t0 usé net operating loss-and, ‘other carryovers followmg a change of stock

' Z‘ownershlp It also 11m1ted the apphcatron of the stock for debt exchange -

: rules 10.-

- ”‘,

The Bankruptcy Judges Un1ted States Trustees and Fanuly Farmer

'Bankruptcy Act of 198613 became effectlve on November. 26, 1986.

- Chapter. 12—“Adjustment. of Debts: of a Fanuly Farmer W1th Regular~

vAnnual Income” —was added to the Bankruptcy Code. 12 No spec1ﬁc tax
prov1s10ns -were added -to address the. ramrfrcatlons and federal tax

»-consequences of Chapter 12; Spec1a1 tax prov1srons apphcable only to. state* o
‘and local taxes“ are provrded wh1ch requlre the trustee to fileé S tate.and

. ‘7 Heanngs on *H. R 9973 before the House Commrttee on Ways and Means, 95th. Cong 2d Sessz RN
"’.-(1978) (statements ', of Daniel 1. Halpenn Tax. Legrslatron Counsel; Office of Assistant. Secretary: -
. for Tax Policy, Department of Treasury; and M. Carr-Ferguson, Assrstant Attorney General, Tax

" Division, Department of J ust1ce) Hearmgs on HR. 5043 before Subcomrmttee on Select; Revenue s
Measures of the House Comimitiee .on Ways-and Means, 95th Cong ‘15t Sess. (1979) (statement .

“of Daniel 1. Halperin, Deputy Assistant Secretary for Tax Polrcy, Department of Treasury)
8Pub. L. No. 99-514..

-9 The’ House brll HR. 3838 was. passed m December 1985 the Senate brIl in May;; 1'986‘ and L

‘the Conference brll in September 1986

10 The stock for ‘debt exception-has been repealed by the Ommbus Budget Reconclhatron Act T
S of 1993 (Pub L. No. 103- 66). The: repeal of this exceptron took place in"two stages, becommg : PO
" fully effective fo ""tock“transfers -after January 1, 1995 See chapter TXS mfra Foi a full. discussion’ - -

. {‘of drscharge of mdebtedness and LR, C §. 108 rehef the stock for. debt exceptlon, the specral title
.»}'11 tax—free reor:g ,_"zatron provrsrons and the net operatmg loss rules, see’ chapters TXS TX10
. and TXll mﬁa, I pectlvely B -

Lo Pub L.No. 99-554 (1986), reprmted in Vol E Colher on Bankruptcy, App Pt 7(a) (Matthew'

) Bender 15th Ed.- Revrsed)

o ‘12 Chapter 12 was later permanently reenacted, effective July 1 '2005, and amended to.include L
. farmly fishermen by the Bankrutpcy: Abuse Prevention and Consumer Preventron Act.of 2005, . »

Pub. L: No. 109-8 (2005) effective in cases commenced. on or- after October 17; 2005 repnnted
m Vol. E-2 Collier, on’ Bankruptcy, App Pt.- 10(a) (Matthew Bernder 15th Ed. Rev1sed)

v1sed)

-

. . ot Rel.13—11/05 'Pub:861)jlf,v.r‘

13 11 US.C § 1231 See 8 Colher on Bankruptcy, ‘I[ 1231 01 (Matthew Bender 15th Ed Re- ,'




TX1-15 - % . ° “POLICIES AND:HISTORY ' q TX1.03.

local tax returns. The taxable period for those taxes terminatés on the date

the order for. relie'f,_is entered‘. 14 Chapter,12 has been permanerit reenacted -

by BAPCPA.

The Bankruptcy Code grants the bankruptcy court Jurlsdlctron to
determine tax questrons unless the tax issué has' prev10usly been adjudi-
cated by a court of competent Jurlsdlctlon before. the ‘bankruptcy case
began ‘This Jurlsdrctron 1s constantly expandlng by court decision.15

Some doubt existed as to the authorlty of the bankruptcy court to declare

‘ the federal tax consequences of a plan. e There existed controversy over
‘the scope of section : ll46(d)(2) on the grounds that it limits the bankruptcy
court’s authorlty to- declare tax consequences only with regard to state and

local taxes and not o federal 17 "

The Bankruptcy Reform Act of 199418 amended section 106 of the
Bankruptcy Code to “effectlvely overrule” the Supreme Court’s decisions
in Hoffinan v. Connecttcut Department of Income Maintenance® and
United States'v.: Nordic Village.20 Sectron 106 now expressly provides

-.. for a waiver of sovereign 1mmumty by: governmental units with. respect

to monetary rellef as. well as declaratory and injunctive relief.2* The
purpose of the sovereign lmmumty waiver of both Federal and State
govemments is to permrt the necovery of money Judgments Additionally,.

1411 USC § 1231(a)- -and ®).- : :

15 11 U.S.C. § 505(a). See chapter TXS mfra, for a’ full analysrs of the bankruptcy court’s juris-
diction to determine tax questions.

1611 US.C. § 1146(d)(2).

a7 In re Goldblatt Brothers, Inc., 106 B.R. 522 (Bankr. N.D. Ill 1989), see also U. S V. Nordrc'
Vrllage, Inc 503-U.S. 30, 112 S. Ct. 1011 117 L. Ed. 2d 181, 26 CB.C.2d 9 (1992) Holywell'

~ Corp. v, Smith, 503 U.S. 47, 112°S: Ct. 1021, 117 L. Ed. 2d 196, 26 C.B.C.2d 1 (1992) (regardirig

the avarlabrhty of declaratory relief as a vehicle for determining the obligation to file tax returns,
pay taxes, and the amount and. (dischargeability of any tax); see also In re Thomas Vinson Blanton )
Ir, 105 BIR. 321. (Bankr. E.D. Va. 1989) (m which a creditor was allowed to seek declaratory

nehef from the bankruptcy court with regard to thé determination -of the debtor’s taxes)

18 Pub. L. No. 103-394 srgned mto law and effective (as to most amendments) on October 22, .

- 1994 is reprmted in Vol ‘E Colher on’ Bankruptcy, App. Pt. 7(a) (Matthew Bender 15th Ed.
“Rev1sed)

19492 US 96, 109 8. Ct. 2818, 106 L. Ed. 2d 76 20 CBC2d 1204 (1989)
20503 U.S. 30, 112°S. Ct. 1011, 117.L. Ed. 2d 181, 2§CBC2d 9.(1993).

_ 21.5¢¢ § 106, as amended. See also House Report Part I, “Bankruptcy Reform Act of 1994,
A -Section:by-Section Description,” reprinted in Nol. E Collier on- Bankruptcy, App Pt: 9(b)
(Matthew Bender 15th Ed. Rewsed) ’

(Rel. 13—=11/05 '-Pub.861)'
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a compulsory counterclalm may be asserted against the governmental unit -

- where that unit has filed a proof of claim:in the- bankruptcy case.22 N

Recent act1v1ty by the IRS ‘and Treasury continues to demonstrate their

“concern”. with the use of:title 11 as-a tax advantage vehicle. The IRS
is’ takmg an activist.position in the areas of tax:free exchanges,23 tax:

. avoidance by ownership:change through the filing of a title 11 case,2s "
fand restricting stock for debt exchanges qualifying for the exception from

. 22 Sullivan v. Towne & Country Nursing Home Services, Inc 963 F.2d 1146 (9th Cir. 1992); .
s In re Gribben, 158 B.R. 920 (S.D.N. Y. 1993); and In:re The Craftsman, Inc., 163 B. R: 88 (Bankr o

- W.D. Tex. 1994) are: effectively overruled by the’ amendment to ‘section 106(b)

The 1996 decision of the Supreme Court in_Seminole Tnbe of Flonda v. Flonda S17US. 44,
116 S. Ct. 1114, 134 L. Ed. 2d 252, 34 C.B.C.2d.1199 (1996) raised : serious questions concerning

the: constitutionality of section 106. In that case the Court held, in a 5- 4 decision, that Congress

lacks the power under the Indlan Commerce Clause in Article I of the U S. Constitution to override *
the Eleventh Amendment and sub_lect unconsenting states to suits in - federal court, for violations"

of federally created rights. In so holding, the Court overruled Pennsylvama v. Union Gas Co. s
491 US. 1, 109 S. Ct. 2273, 105 L. Ed.2d.1 (1989), a plurality dec1sxon ﬂndlng that the Interstate
Commerce Clause granted Congress the power to abrogate-state sovereign immunity. The Court
did recognize, however, that Congress-does have the power to abrogate staté sovereign 1mmumty

under Section 5 of- the 14th Amendment. Séminole Tribe of Florida v. Florida, 517 U.S. 44, 59, ~ o

116 S. Ct. 1114, 1125, 134 L. Ed. 2d 252, 268, 34 CB.C2d 1199, —. Although ‘the” ruhng in

Seminole did not directly address Congress’ power -under the’ Bankruptcy Clause in Article I Section -

8, Clause 4 of.the  Constitution, ‘the decision held that state sovereignty- under the Eleventh
Amendment overrides. Congressronal power under Amcle I of the Constitution, srgnalmg that
section 106 may be unconstitutional as it.relates. to suits to recover money Judgments against states.
Unfortunately, the majority opinion in Seminole did not glve clear guidance as to the apphcablhty
of the decision to" the Bankruptcy Code. .

In another case sustaining the state’s claim to soverelgn 1mmumty and the invalidity of secuon'_

106, the Massachusetts: Department of Revenue prevailed. InIRS v. Gosselin, 252 B:R- 854 (D.
-Mass. “2000) the district court reversed the bankruptcy court decision’ dxschargmg the debtor’s tax

liability in chapter 7. In this case, the IRS did not file a proof of claim or partxcrpate in the case
and the debtor filed. a. complaint seeking to dxscharge the income tax due. The bankruptcy court.
- granted a’ - discharge and the motion to dismiss the complamt was denied. The district court helds

that the' bankruptcy court did. not have subject matter Junsdxctlon to hear the complaint seekmg
discharge of tax due because of the Eléventh Amendment

© 23 [ the Revenue Reconciliation Act of 1990, Pub. L No. 101- 508 Congress enacted IR C
§ 108(e)(11), redesignated § 108(e)(10) by the Omnibus Budget Reconciliation -Act of 1993 Pub.

L. No. 103-66. This new section was designed to ensure recognition of dxscharge of mdebtedness g
income with respect to the issuance of a debt instrument in satlsfacnon of mdebtedness and to e

] incorporate fully the original issue dlscount rules.

24 See Treas. Reg. § 1.269-3(d). For a dxscussmn, see chapter TX11 mfra For an analys1s of

_ whethier a transacnonal acquisition in a title 11 case was for the purposé of avoidance of federal
income tax, see In the Matter of Federated Department Stores Inc 1992 LEXIS 392 (Bankr S D.
0h10 1992) and’ cases cited therem

" Rel13—11/05. Puh.851) X
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the realization of discharg-e'o_f ‘indebtedness income. 25 These areas have
and will continue to receive attention. '

q T,xrm Tax Issues Considered by the National

Bankruptcy Revnew Comnussnon.

-The nme-member Natronal Bankruptcy Rev1ew Comnuss1on (the
“NBRC”) was created by Congress pursuant to. the Bankruptcy Reform

“Act of 1994. The purpose of the NBRC, which held its first meetirig in

October 1995, Was to study: the bankruptcy laws and make recommenda-
tions for reform. To'accomplish-this task, the broad toplc of “bankruptcy
was divided into eight subcategorles 1nc1ud1ng a “government issues”
category wh1ch included -bankruptcy tax matters. Three Commissioners -
were ass1gned to each of the. eight subgroups, wh1ch ‘were termed “Working
Groups” by the' NBRC, In addition to these eight subgroups, the NBRC
created a d1scuss1on d1alogue with the 1nterested pubhc 18 :

The Government Workmg Group compiled a hst of proposed tax reform
measures, some-of which were developed into formal proposals. Some of
these proposals included review of the burden of proof on tax.claims and
matters pursuant to 11 U.S.C. section 505; repeal ‘of 18 U.S.C. section
1231(b); requiring mandatory filing of tax returns by trustees; barring tax-
related setoffs under 11 U.S.C. section 362(a); requiring notice of federal -
tax audit to-state tax ‘authority; tightening. requirements for ‘seeking
contempt sanctions against the Internal Revenue Service; and- specrﬁc
notice. ‘requirements for taxpayers seeking: expedited audits. :

In addition to the dlalogue within the Government Workmg Group and
at numerous pubhcly ‘held meetmgs the: NBRC created an advisory
committeé of expert private and government tax individuals o assist it
on tax-related issues. The Tax Adyisory Committee, formed in late
February 1997, was charged with proposing and discussing all issues
related to federal state, and local tax collectlon compliance and reportmg'

" 25.The stock for debt excephon has been repealed by the Ommbus Budget Reconcnhahon Act

] of 1993 (Pub. L. No. 103-66). The repeal of this exception took place in two stages. The repeal

is effective in chapter 1r cases- commenced after: 1993 and exchanges effected after 1994. See
chapter TX8 infra. =

q TX1.04. i : o
1]n accordance with' statute, the National Bankruptcy Revxew Commission subrmtted a final report

. with recommendations to Congress, the President, and the Chief Justice on October 20, 1997. This

final report: contained detailed statements of- findings and conclusions with recommendations ‘for

_legislative action. Some of these suggestlons are discussed infra. -

(Rel13—1 105 Pub361)
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related to the bankruptcy process and the administration of the bankruptcy
estate. The Tax Advisory Committee identified a number of controversial

issues for discussion and consideration. These issues include: strengthening
notice requirements with respect to expedited audits under 18 U.S.C..
section 505(b); selection of one applicable interest rate for deferred tax .-

claims under 11 U.S.C. section 1129(a)(9); selection of one applicable
interest rate for secured priority claims under 11 U.S.C. section 1322(a)(5);
conforming 11 U.S.C. section 346 to Internal Revenue Code section
1398(d)(2); excepting from discharge those taxes that were fraudulently
unpaid ‘by business entities in compliance with applicable tax laws;
amending 11 U.S.C.section 1141(d)(3) to clarify federal tax liability of
bankruptcy estates for both alternative minimum tax and capital gains tax;
clarification of when an individual voluntary bankruptcy case commences
for tax purposes; when tax creditors must file proof of priority claims in
chapter 7; whether individual chapter 11 debtors may be treated as
employees of the bankruptcy estate; whether the time period specified in
11 U.S.C. section 507 should be tolled in successive bankruptcy filings;

consider amending 11 U.S.C. section 507(a)(8) to provide that any pending -

offer in compromise will toll the 240-day pre-and postpetition assessment
period; amendment of 11 U.S.C. section 362(a)(8) so that no automatic
stay is in effect to bar commencement or continuation of proceedings
before the U.S. Tax Court if the taxpayer files bankruptcy; amendment
of 11 U.S.C. section 545(2) to overrule reported cases that penalize the
government due to certain, bona fide purchases provided for and lien
provisions of the Internal Revenue Code; and amendment of 11 U.S.C.
section 503 and 28 U.S.C. section 960 to eliminate the need for requests
by governmental tax entities to debtors to pay taxes which have administra-
tive priority. '

Additionally, the Tax Advisory Committee suggested that the Bank-
ruptcy Code. be amended to provide more realistic and effective notice

to governmental units in connection with income taxes, trust fund taxes,

-and postpetition ad valorem taxes.

Further issues suggested by the Tax Advisory Committee for cons1der—
ation by the NBRC include amendments of I.R.C. section 108 to identify
when a discharge is entered;-defining the term “assessed”; and setting
specific standards for tax disclosure in chapter 11. An add1t10nal proposal
was added to clarify possible inconsistencies in 11 U.S. C. section 346 and
LR.C. section 1398 with regard to carryover of tax attributes.

(Rel.13—11/05 Pub.861)

N

= '



pa——_

}

‘TX1—19 B POLICIES AND HISTORY q TX1.04

The Tax Advisory Comrmttee furnished a final report in August 1997
The final report contains three sections. One section lists and discusses .
27 consensus items, of which 23 were adopted unanimously by the NBRC.
Another:section contains.a listing and discussion of six consensus items
which were forwarded'to’ the NBRC without prior vote of the federal
part1c1pants on the Committee. .The third portion of the report lists, -and

-~ discusses 32 proposals that are class1f1ed ‘by the. Committee as very

important, . hlghly controvers1a1 or controvers1a1 There is no consensus
on these items. . :

‘The Tax Sectlon of the American Bar Assoc1atlon (“ABA”) created a
task force to menitor the Work of the government working group, the tax
advisory committee:of the. NBRC and.the NBRC. In April 1997, the task
force subm1tted ‘an extensive memorandum to the NBRC on its recommen-
dations relatlng to tax issues that the working groups: had been discussing.

The. ABA opposed the amendment of section 503 to'limit bankruptcy
court Junsdlctlon in connection with, issuance of declaratory Judgments
on tax consequences of plans of reorgamzatron

The ABA opposed -the: repeal of U.S: v. -Energy Resources2 and sought_
to confirm the fact that the banktuptcy court has jurisdiction. under section-
105:and-section 1123(b)(5) ‘to order the Internal Revénue Serv1ce to apply

‘plan-allocated tax paymeits to trust fund debts first and then. to nontrust

fund tax debts where this'is necessary 0 the success of the reorgamzauon;
plan.

The ABA further recommended that the Bankruptcy Code and the IR.C.
be: amended to provide an automatic-stay applicable upon filing a chapter
11 petition, and a permanent injunction on plan conﬁrmatron agaJnst
collection of trust fund taxes from the debtor s employees

The ABA opposed any ‘modification of the chapter-13 d1scharge to _ﬂ
restrict d1schargeab1hty of a tax if all criteria for discharge are met.

“The  ABA opposed any repeal - of section 724(b), which would. requrre

. subordlnatlon of valid tax liens to the cost of administration and other

unsecured priority- claims occmnng when a case is converted from chapter .
11 to chapter 7.

The ABA recommended amendlng IR.C. sectlon 1398(f)(2) to provide
that on abandonment of an asset admmrstered by.a bankruptcy trustee when

: 2Umted State v. Energy Resources, 495U.S. 545 110 S Ct 2139 109 L Ed. 2d 550, 22 C.B.C.2d

1093 .(1990).-

’ (Rel.13—] 105 Pub.861)
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the asset is subject to a debt in excess of the basis, the asset is deemed
to have been disposed of immediately before the filing of the bankruptcy,
and the liability for tax on disposition is a nondischargeable debt of the
estate. This position is supportive of In re A. J. Lane & Company.3

' The ABA attempts to deal with tax liability of a corporation for the

year of filing of a bankruptcy petition. Presently, the tax liability of a.

'corporatlon for the year of filing is divided into a prepetition claim prior
to the filing and an administrative claim subsequent. The compéting
position issues are: whether corporate income tax liability for the tax year
that straddles the petition date should be an administrative expense for
“the entire year; or whether it is appropriate to bifurcate the tax liability
for the year of filing, with the portion of liability attributable to the
“prepetition period having a priority status and the portion attributable to
the postpetition period having an administrative priority status:4

The ABA is concerned with the definition of “willfulness” as used in
section 523(a)(1)(C). It believes that willfulness should be defined in the
manner consistent with the criminal case interpretation of willfulness under
LR.C. section 721. There should be a sufficient conduct standard to support
a finding of willfulness in connection with section 523.

The ABA believed that section 505 should be amended to bioaden the -
jurisdiction of the bankruptcy court to determine tax liability for all ’

members of a consolidated group in a proceeding to determine the tax
liability of the parent, and to determine that payment provisions applicable
to the parent should be apphed equally to:the members of the consolidated
group. .

The ABA recommended that subordination of tax penalties be restored
in chapt‘ér 11 cases and that section 507(a)(8) be amended to exclude
subsection (G), which affords priority status to a penalty related to a tax.

The ABA endorsed a teversal of the repeal of the stock-for-debt
exception,'so corporations undergomg reorgamzatlon may take advantage
of the fresh start election.

3133 B.R. 264 (Bankr. Mass. 1991).

In August 1997, the NBRC voted t6 clarify the tax treatment of property of the estate that is
abandoned to the debtor. Abandonment would be treated as a disposition by the debtor immediately
prior. to bankruptcy. To the extent the tax is not satisfied out of the bankruptcy estate, the debtor
will be responsible..

4Tn August 1997, the NBRC adopted a proposal for the blfurcated treatment of & corporate tax

year that straddles the petition date. This proposal would allow a bifurcation by élection. :

(ReL.13—11/05 Pub.861):.
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A number ‘of other organiiations became active, some supporting the
Commission’s Tax -Advisory -Committee and others: supporting the ABA
Task Force or advocating positions of thieir own.-Some of these organiza-
tions are the National Association of ‘Atforneys General the Department
of Justice, the National Association of County. Treasurers & Finance

-Officers, the. Amencan ‘College of Bankruptcy, ‘the. Commerc1a1 Law

League of America, and the Natlonal Bankruptcy Conference

- The Tax. Adv1sory Comm1ttee held a further meetmg in May 1997 and
presented a reported 24 committee consensus tax matters to the NBRC

 at that time. The same- month the NBRC acted on the consensus tax issues,

charactenzed as recommendatlons The NBRC: approved 23 of the 24
recommendatlons which would do. the. followmg strengthen the notice
requirements on - expedlted audits under section 505(b);: require one.
applicable statutory interest rate for those- tax claims presently entitled to-
receive 1nterest recommend the amendment of section .1141(d)(3) to
except from" d1scharge those’ taxes; that were- unpald by a- bus1ness debtor
as.a result of fraud; subject income:-of a bankruptcy estaté-to ‘alternate
minimum tax ‘and capital gain tax treatment; require a taxmg authority
to file-a c1a1m for priority tax before ‘the finial order approvinga trustee’s

report is entered in chapter 7 cases; recommend the. amendment of 11

U.S.C.sectjons. 362(b)(9) ‘and 507(a)(8) to- clanfy the' definition of the

. terms assessed” or¢ assessment - to mean “that time in which:the taxing
- authority may commence' an “action 'to collect. the tax”; ‘amend section
) 545(2) to overrule those cases that penalize the- government due to certain

benefits for bona fidé purchasers provided for:in.the lien provisions of

the Internal Revenue -Code; and amend. section: 1125(b) to “establish

- standards for tax: d1sclosures in a chapter 11 d1sclosure statement

Addmonally, the NBRC agreed that in the event of successive ﬁhngs

- -of bankruptcy, the time period specified in 11 U. S.C. sections 507(a)(8)

and 523(a)(1) should be tolled: during the pendency . of the previous
bankruptcy; section 507(a)(8)(A)-should be.amended to toll the 240- -day
assessment period for- both pre-and postpetition assessment offers to
compromise; and section 503 and 28 U.S.C. section 960 should also be
amended to eliminate the need-for a governmental unit to make a réquest
to-the debtor to pay tax habllmes that have adnnmstratlve priority.

The NBRC. favorably . determmed that section 362(a)(8) should be

amended to overrule the dec1s1on in Halpern v Commzsszoner s-which

590C T C. 895 (1991)

®el1311/05 PubS61)
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i held that sectlon 362(a)(8) stays the commencement or contlnuatlon of - R
. & proceeding- mvolvmg the individual. debtor’s postpetltlon tax liabilities. ‘, SO
“The NBRC also recommerided that appeals from tax:court decisions should - S
be permltted w1thout v1olat1ng the automatic-stay. of 11 U.S.C. section 362.

A number of suggestlons for amendmg the Bankruptcy Code to conformi

: the treatment of State and’ local taxes’ to federal” taxes ‘were also adopted

T “by the"NBRC.These includéd: “recommendinig-an amendment of ‘section

-_iteims: prov1de for a method: ‘where a trustee may obtain $afe harbor and

. " exclusion of $125,000- for: cap1tal gain: on:the sale of :
"-. - personal residence. exemptlons femain nonunlform adopt apro-rata. share
" - standard for the tax treatment.of gain o the sale-of 4 debtor’s homestead *

- to the, recommendatlons

.346.to. conform state and local tax attrlbutes to the federal attnbutes in
- .IR.C: section 1398 and repealing 11 US:C. secuons 728 1146; and 1231

- which-amended section 346 and LR.C. section 1398.to. provide that makmg
an electron to close a debtor s tax year commences on the date the order*
for relief i is entered. in ‘the bankruptcy case..

A number of proposals by the Tax Adv1sory Comnuttee were controver—
s1a1 and unahimous approval ‘was' not forthcoxmng The Tax Adv1sory
Committee: reported a -possible- consensus on the followrng additional

certainty . regardlng the nature amount’ and” consequences of a- debt~
discharged;® amend LR, C. sectlon 1398(e)(3) to- prov1de that payment of
 estate.assets. to. ‘the: debtor for sewrces‘performed is ordmary in¢ome such
-that the estate 'has’a deduction;? allow a bankruptcy estate. a tu‘ne'. o
asresidetice;s. if

. -by the estate;® amend LR.C. sections” 108 ‘and. 382 ‘o provrde that: a’-:f .
s corporatlon in; reorganlzatron be: perrmtted to’ ‘make:a ‘fresh. start electlon e
w1th respect to' the issuarice of: stock:in satlsfactlon of debt; 10 and amend ST 1
L R.C. seéction-1001 to prov1de for parallel tax treatment of recourse and S
nonrecourse debt 1 e T

_ In June 1997 the NBRC met and approved three add1t10na1 controvers1a1 ‘ .
tax. proposals ‘The ﬁrst proposal suggests: an amendment or repeal of ' !

‘ 3 sectron T24(b). to- ‘exempt from subordination properly perfected non-. - _
%avordable ad Valorem tax hens on real or personal property of the estate TR

e Thrs proposal was adopted hy the NBRC in August 1997. CoTel T L . S
T 7Th1s proposal was adopted by the NBRC in August 1997. o : : ‘ i T o | by
“ °Th1s proposal Was adopted by the NBRC in August 1997. o o

}
1
4

: 10 Th1s proposal was adopted by the NBRC in August 1997 w1th an ABA proposal to be annexed PO 1{

) 11 Thrs proposal was adopted by the NBRC in. August 1997

- e@el1FN0s RibgeD . N, A
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Thrs proposal would requrre a marshahng of encumbered assets of:ia -~ e
-~ bankruptcy estate and:a surcharge against; secured cla.rms under section - ..
_506(c) before: any subordrnatron ‘of tax. hens could take place The proposal . ¥
was. supported by-a majority of the’ Tax Adv1sory Commlttee of: the NBRC - *~

and was suggested byt the Government Worki

- tion changes ex1st1ng pnontres whrch permt : ‘a trustee to: subordmate valid
. tax hens to the cost of adrmnlstratlon and other ;pnonty cla1ms The

In June 1997 th «NBRC approved a{second proposal,w ch-affects the f

.application of
- enables: nonbankruptcy law rules to’be; apphcable to bankruptcy court
: _ruhngs in sections- 502 and 505 ‘The. purpose ‘of this: .proposal s ‘to treat

burden -ofiproof rules in bankiuptcy:: Th1s-proposa1

tax clalms umformly by permrttmg nonbankruptcy law. burdens: of proof . g

to be apphcable to: claims.in . bankruptcy d1sputes under the Bankruptcy

Code; At the. presen trrne taxing ‘authorities in nonbankruptcy matters do- - -
not- have the’ burden “of- proof ‘that birden falls® on ‘the taxpayer If thrs.

"provrsron is ultlmately adopted by Congress, the burden of proof for tax
claims in a bank_ruptcy._- court in: connectron w1th tax dlsputes, would be-. .

'on the debtor

‘The th1rd proposal recommended by the NBRC suggests that sectton.—_

362(b) be amended o permrt governmental umts the ‘right: of .set-off. An

1ncometax refund that arose. prior ¢ to’the commencement of a bankruptcy ﬂ

s

-_case in: chapter 7-0F chapter 13- could -be setoff ‘against.a-prepetition “

undlsputed income tax liability of an: individual debtor The automatic stay

.. of section 362(a) would: be 1napp11cable and an exceptlon under- secnon'--i'.
--362(b) would be prov1ded to permrt setoff of prepetrtlon tax refunds agarnst A

prepetltlon tax c1a1ms

;a proposal to subordrnate prepetrtlon tax penaltles in chapter 11 12 and_, .
13 -cases tothe’ payment ‘of unsecured claims without'a requirement of

a ﬁndrng of governmental mrsconduct Addltlonally, NBRCsupported. the_;-
-~ atithority of bankruptcy courts to grant declaratory Judgments on prospec- -
tive tax issues-on chapter 11 plans-of ; reorganization. This is novel because )

- regardmg federal “taxes: (28 U-S.C. section 2201) “This controvers1a1
proposal is advanced thmkmg and beneﬁts credltors who must, understand

the taX consequences of a- plan of’ reorgamzatlon when they vote 1n order -

to make an 1nformed de01s1on

- -tradrtronally, declaratory Judgments have not been’ allowed in controversres 4

:_;-“(Rel;lS—ll/(]S.‘. PubSsl) - -
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S 1[ TX1 05 The Tax Provnsnons of BAPCPA

RN The Bankruptcy Abuse Preventlon and Consumer Protectlon Act of B
"2005 (“BAPCPA”)-was: S1gned by.the President on. April:20, 2005, Many- A

o Bankruptcy Code sections.were-affected: by the: BAPCPA ‘which’ generally~ L

becomes effect1ve and apphcable for cases ﬁled on oF after October 17 ot

2005.

substantive and procedural umformlty of ‘staté and local taxes in bank-

ruptcy tax matters proved to be a source of confus1on BAPCPA Tewrote..

~ the ‘entiré :section. to seek conforrmty of state and local tax. pract1ce to
Tnternal Revenue Code prov1s10ns ’ . S

"The- followmg paragraphs will - d1scuss “the spec1ﬁc changes 1n the‘f'( .

Bankruptcy Code prov1sron effected by» APCPA

s

[1]—Ad Valorem Taxes and Llens
[a]—Subordmatlon of Ad Valorem Taxes

“"The general rule:in Chapter 7 hqu1dat10ns is:that, when property is sold '

“the claims of secured creditors. must be: satisfied: before® -any - payment. is

" ‘made to pnonty or general unsecuted. cred1tors Under BAPCPA, subordi- . -
nation -will not apply‘to liéns'’ securmg clarms for: ad valorem réal and~ -
personal property taxes, but these’ taxes would still ‘be pald after certain -
wage ‘and employee -benefit. plan’ cla1ms New rules goveming payment ¢
pnontles expense recoveries, and the trustee s duty to.exhaust the estate’s . .
unencumbered assets are’ mandated in cases where the. downgradmg ‘rules -
continues. to apply 2 The pohcy behind subordmatlon is'the belief that the
- taxing authoritiés should not recover until adm1mstrat1ve and other priority =
claims have been paid: The changes made by the 2005 Act fo section. 724" -
1 'some Cases have a dramatlc and. negat1ve .
imipact on the recoveries ‘obtained. by holders of admlmstratlve -and other -

:'reverse that result and w111 i

L Many of the ex1st1ng Banl(ruptcy Code’ sectlons have been re—wntten
For example ‘section 346, which: ongmally was des1gned to deterrmne the’ - :

: | -~pnor1ty claims- (other than those wage -and employee beneﬁt plan Clalms;'{ N

j‘"'that will retain their supenonty 'to tax liens under the new law) State and - :

_ local taxmg _]unsdlctlons ‘which have. long argued (umformly in. valn) that R O

CgTXLOS T o e e

-1 Pub. L No 109-8 (2005), effecnve in cases commenced on or after October 17, 2005 reprmted

in'Vol. B-2 Collier | on Bankruptcy, APP Pt 10(3) (Matthew Bender 15th Ed Rev1sed) =
211 USC §724 . e s , ‘,V-"“

it . T y ‘(ReL13—11/0§ “PubS6l) Cc .
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sectlon 724(b): was an' unconst1tut1onal v1olatlon of the1r Tenth Amendment
rights, have ﬁnally prevalled by statutory amendment '

[2]—Jur1sdlctlon to Determme Ad Valorem Taxes.

Section 505(a) of the Bankruptcy Code confers extremely broad author-"
ity on the. bankruptcy court to deterrmne any. unpa1d tax -liability of the
debtor that’ has notlbeen contested before or adjudicated by -a judicial or"
administrative tnbunal before the debtor ﬁled for bankruptcy 3 In particu-
lar, there'is nothlng| in sectlon 505 (a) that expressly proh1b1ts debtors from
contesting in- bankruptcy court tax 11ab111t1es (especrally redl’ ‘property or
-ad valorem tax. claJms) that arose many years ago and with respect: to which
the- debtor never ﬁled timely Ob_]eCthIl s The’ state and local taxmg
_]lll’lSdlCthl’lS have occas1onally argued that there is. an unwntten equltable
time limitation on debtor actions to. contest stale property tax c1a1ms under
section 505(a) but the bankruptcy courts have generally been unreceptlve'
to these argumentSt5 lThe effect of. the: BAPCPA is to reverse this result,
but only with respect to ad valorem taxes. -Under the 2005 Act, if the
liability ' became. fixed : and the debtor’s- time to-contest it outside of
‘bankruptcy court; had expu'ed by the time of the- ﬁllng, the debtor may.
not contest the hablhty m bankruptcy & -

[3]—Creatlon of Property Tax Llens.

‘Under present law, the’ automauc stay does' not prevent the creatlon of
property tax liens for: taxes becoming due after the filing of the petition.?
BAPCPA will extend thls prmc1ple to.a “spec1al tax or speclal assess-
ment.”8 . :

[4]—Avordance of. Statutory Llens Prohlblted

Under present law, the trustee is glven lien av01dance nghts of a
hypothetlcal bona ﬁde purchaser whether or not such a purchaser ex1sts °

.38 11 US.C. § 505(a)
P See generally 15 Colller on ‘Bankruptcy § TX5 04[2][a] (15th Ed. Rev1sed)

: 8 See e.g., Custom Distrib. Servs., Inc. v. City ‘of Perth Amboy (In re Custom Distrib. Servs.,
Inc) 216 B.R. 136 (Bankr. DNJ 1997) .

8 11 U.S.C. § 505(a)(2)(C). - . : .
7 See generally 3 Collzer on Bankruptcy ‘i[ 362 05[17] (15th Ed. Revrsed)
1“-311 USC § 362(b)(18). :

- 911US.C § 545(2)

(Rel.13—"11/05 Pub.861)
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BAPCPA will make this provision inapplicable to federal tax hens arising
under Section 6321 of the Internal Revenue Code “LR.C. ”) 10 “This
provision arguably does no: more than codify existing law. 14

_ [S]—Priority and Suboi‘dination of Taxes.
[a]—Priority Stetus of Straddle-Year Tax Claims.

Several U.S. Court of Appeals panels have held that the incore tax
liability of a corporate debtor for the year of bankruptcy filing (the
“Straddle Year”) must be blfurcated into a pre-petition- component and an
administrative expense component notwithstanding that the filing of a
petition does not terminate the corporate debtor’s taxable year. BAPCPA
‘amends section 507(a)(8) governing the priority of taxes to provide that
income and gross receipts taxes for Straddle Years are post-petition
administrative expense claims that must be paid in full in the ordinary

course, rather than pre-petition. priority claims that are not payable until -

emergence (and may at that point be subject to the: deferred payment rules
of section 1129(a)(9)(C))

[b]—Prlorlty Status of Stale Tax Claims.

Under present law, a claim for income taxes-of a debtor receives priority
status if the return in respect of such tax is due, including extensions, after
three years before the date of the filing of the petition. 12 Under BAPCPA,
the three-year period is tolled during the stay.period of the prior case plus
90 days. In addition, under present law, a claim for income taxes-of a
debtor receives priority status if it was assessed within 240 days before

10 1] US.C. § 545(2).
11 [R.C. § 6321 provides that, “[i]f any person liable to pay any tax neglects or refuses to pay
the same after demand, the amount [of that tax plus various enumerated costs associated with it]
. shall be a lien in favor of the United States upon all property and rights to property. . .
belonging to such person.” LR.C. § 6323 limits the reach of this lien by making it invalid against
any “purchaser”. LR.C. § 6323(h)(6) then defines “purchaser” to mean “a person who, for adequate
and full consideration in money or money’s worth, acquires an interest (other than a lien or security
interest) in property which is valid under local law against subsequent purchasers without actual
notice.” The lien avoidance. power given to the trustee by section 545(2) is that of “a bona fide
purchaser that purchases such property at the time of the commencement of the case, whether or
not such a purchaser exists.” The courts have generally held that the lien avoidance right given
to the trustee does nor allow a trustee to avoid a tax lien by invoking LR.C. § 6323. ‘See, eg.,
United States v. Hunter (In re Walter), 45 F. 3d 1023 (6th Cir. 1995) (since “bona fide purchaser’

standard lower than “adequate and full consideration in money or money s worth” Standard trustee'

cannot avoid liens under LR.C. § 6323).
1211 US.C. § 507(a)(8)(A)(1)
(Rel.13—11/05 Pub.361)
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the ﬁlhng of the petrtron 13 That 240—day period is also tolled during the
period an offerin comprormse was pending plus 30 days, if made within
240 days after. the assessment.14. Under BAPCPA the ‘tolling will apply
to the period when an ‘offer-in compromlse is actually in effect plus 30
- days, and during the tlme a prior bankruptcy case is in‘effect plus:90 days. -
Finally, under present 1aw .the 240-day assessment safe harbor is not tolled .
during .other penods durlng which a taxing. authority is precluded from

taking action: Undér BAPCPA tolhng will apply during any period when -
a taxing authonty is proh1b1ted from collectrng atax as-aresult of arequest .-
by a debtor for a heanng and an: appeal of any collectlon action taken - .

or proposed agarnst the debtor - '

[c]—Prlonty Status of Property Taxes '

Under present law pnonty status apphes to. property taxes “assessed”
before the commencement of the case and’ last payable. without penalty
after one year before the date of the ﬁhng of the petition.?® Confusion
arises because the term “assess” has a different meaning under state and
local ad valorem real- property tax - laws than. under other tax laws. -
‘BAPCPA substitutes the word “1ncurred” for the word “assessed” in the
case of such’ taxes.1® '

[d]—Tardlly Flled Prlorlty Tax Clauns

Under present law pnonty clalms are’ ent1t1ed to drstnbutlon in chapter

7 even if tardily filed, provrded they are filed beforeithe trustee commences

distribution. 17" Under BAPCPA, if the trustee mails to-creditors a summary' .
~of his final report prior'to commencing -distribution, a late-filed priority

claim must be filed within ten days after the malhng of the summary 18

[6]—Determmatlon and Payment of Taxes. -

[a]—Request for Determmatlon of Taxes

Under sectron 505(b) of the Bankruptcy Code, a trustee or debtor in
possession may seek a prompt deterrmnatron of the debtor s habrhty for

1311 USC § 507(a)(8)(A)(n)
1454 . .
1511 USC § 507(a)(8)(B)
1611 USC. § 507(a)(8)(B).
" 17 See 6 Collier on Bankruptcy 726 02[1] (15th Ed. Revrsed)
18 11 USC § 726(a)(1)(A) 8

®eLD3-1105 Pubs6D) - -
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admrmstratrve expense taxes. In- order to 1nvoke the procedure, the debtor N
submits -a tax.return and a ‘request-for. determmatlon .of ‘tax’ to the”
governmental unit charged with respons1b1hty for collect1ng the tax in-

_ question. ‘K the governmental ‘unit does not not1fy the debtor within 60

-r'"days that the return has. been selected for examination, or complete such Lo

an examination within 180 days of the- request, the debtor is: generally

d1scharged from ‘liability for that tax.1® It has not always been’clear to

debtors seeking ' to 1nvoke .section- 505(b) what procedures should be

‘ 'followed in. not1fy1ng thé taxing’ author1ty Under. BAPCPA tax1ng authori-
' t1es _may. reg1ster with. the clerk of the" bankruptcy court an address for. . -

* service. of requests and describe’ where further information corcerning
: Vaddltlonal requ1rements may be found If a taxing authorrty fails to do so,

-the trustee may.Sérve the request at the address for filing a'tax return or . .

: :protest w1th the appllcable taxmg authorrty 20 .7
[b]—Rate of Interest on Tax Claims; o

_ Present law is silent on the applicable rate of mterest on tax ¢laims when
" such interest is:allowed. Under section 1129(a)(9)(C) ifa chapter T1 debtor
avails -itself of the- -privilege. of deferrmg payment of tax cla1ms -the
payments must have a present value - equal to the allowed- amount’ of the

"+ claim. BAPCPA has estabhshed a new section 511 which. provides that
the interest rate paid on- pre-petmon and administrative perlod tax claims -

(as well as the interest rate applled to deferred payments made ‘under
section’ 1129(a)(9)(C)) shall be the apphcable rate under non-bankruptcy

“law. In:the case of a- conﬁrmed plan, the interest rate in effect as of .
conﬁrmatlon may | be used, ‘rather than fhe’ Vanable rate called for by some -
state tax laws. 2v: This provision- w1ll generally increase the rate of interest

that debtors pay on- oversecured pre-petition tax clarms or-deferred tax

~ payments ‘made after- emergence Note also that the enactment of new .
" - section 511 would appear to cxrcumscrlbe the lmpact of the U:S. Supreme.

!'_Court s decision- in Till v. SCS: Credzt ‘Corp.,22 where . at. least.the Court

- ' .plurahty suggested in dictum. that the so-called pnme-plus method (pursu--
- ant'to which the national’ pnme rate is treated as the startmg spot and is -
o augmented as necessary to. account for the nonpayment, risk: posed by the:

: vnsed)
2011 USC. § 505(b).

_BITUSC.§ 511 : L
zzs41us 465, 124s Ct 1951 (2004) S RV

“ T Rel13--11/05 Pub.86i) -

T19 11U S C § 505(b) See generaliy 15 Colher on Bankruptcy ‘][ TX5 04[3][b] (15th Ed Re-

-? e L } °
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- debtor’s. particular ﬁnanc1al pos1tron) should be applied to . deferred -

payments under section 1129(a)(9)(C)
[¢]—No Dlscharge of Fraudulent Taxes in Chapter 13..

Under present law, individuals who file under chapter 7 face a d1fferent‘ '

 set of rules -with respect to. the dlscharge of taxes than individuals who

file under chapter 13. F1rst in. order’ for income taxes to"be-discharged
ina chapter 7 case, the 1nd1v1dua1 ‘must have filed returns with respect
to the taxes whose d1scharge is being sought and must have done'so in

timely fashion to the extent: that the taxes in question arose: in the last two - -

years prior to bankruptcy 23 By contrast, in a: chapter 13 case taxes can
be d1scharged without ¢ any retum berng ﬁled after: all.2a Second a‘taxpayer
who files a fraudulent return or wﬂlfully attempts to evade or defeat a
tax cannot d1scharge that tax in a chapter 7 case,2s but the same is not
the case in chapter 13 26 Under BAPCPA, the chapter 13 rules will be

'largely conformed to those 1n chapter 7, w1th the consequence that this -

superdlscharge _result’ ‘will;no longer be appllcable to taxes owed by
chapter 13 debtors who fall to file ﬁle late or file fraudulently 27 -

[d]—No Dlscharge of Fraudulent Taxes i in Chapter 11. .

' Under present law confirmatlon of a plan of reorgamzatlon dlscharges_
a.corporate’ debtor ‘from all debts, except ‘when:the plan is a hqurdatmg
plan. 28 Under BAPCPA, a corporation: w1ll not be discharged from a tax

or accustoms duty ‘with respect to which the debtor madé a fraudulent return

or: w111fully attempted in any manner to evade or defeat the tax or duty.2°

[e]—Stay of . Tax Court Prooeedmgs

Under present law the ﬁhng of a petltlon operates as:a stay against
the commencement or continuation of a proceeding before the United
States Tax Court concermng the’ debtor 30, L1terally read, this stay would

23See ll USC § 523(a)(1)(B) .
24See 11 U.S.C §§ 1322(a)(2) and. 1328(3) -
25See 11 USC. § 523(a)(1)(C) : ‘

| .28 See 11 U.S.C. § 1322(a)(2)."

2711 USC § 1328(a)
23See 15 Colher on Bankruptcy, q TX] 08[10] (15th Ed. Revrsed).
© 291} USC § 1141(d)(b). o
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apply even to a post-petition year over which the bankruptcy court has
no jurisdiction.3t Under BAPCPA, the stay will apply to a corporate
debtor’s tax liability for any period that is subject to the bankruptcy court’s.
jurisdiction and to an individual debtor’s pre-petition tax liability.32

_ [fl—Deferred Payment of Priority Taxes.

Under present law, a chapter 11 debtor’s pre-petition liability for
unsecured priority taxes may be spread over a period ending not later than
six years from the date of assessment of the tax, provided that the taxing
authority receives payments having a value -not less than the allowed
amount of the claim.33 Under BAPCPA, the deferred amounts must consist
of “regular” installment payments in cash, must not extend beyond five
years from the date of the order for relief (i.e., normally the petition date),
and the taxing authority must be treated not less favorably than the most
favored non-priority unsecured claimant other than a convenience class.
These provisions will also apply with respect to secured tax claims.34 The
change to the period over which deferred tax payments can be made w1ll
drastically shorten the actual deferral. penod in many major corporate
bankruptcies. Under prior law (where the six-year time period began to
run on the date of assessment), it was very common for reorganized debtors
to have a full six years from the date of emergence to pay.- pre-petltlon
taxes, because the date of assessment would typically have been delayed
throughout the case. Once the provisions of section 1129(a)(9) become
effective, however, the new five-year period will begin on the petition date.
This will mean that, in major cases-in which the debtor is in bankruptcy
for several years, the deferral benefit conferred by section 1129(a)(9) w111
dwindle or even disappear entlrely

[g]l—Payment of Taxes in the Conduct of Busmess

‘Under present law, it is not clear.that all post-petition taxes must be
paid when due. BAPCPA makes a number of changes in existing law in -
an effort to make it clear that current payment is required. First, language
in section 960 of Title 28 pr0v1des that any taxes that must be paid pursuant
to section 960-are due “on or before the due date of the tax under applicable
nonbankruptcy law,” unless (a)-the tax is a property tax secured by a lien

31 See generally 15 Collier on Bankruptcy, ‘]I TX1.04 (15th Ed. Rev1sed)
3211 US.C.'§ 362(a)8).
3311 US.C. § 1129(a)(9)(C).
3411 US.C. § 1129(2)(9).
®ReL13—11/05 PubS61)
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against property ‘that is abandoned promptly after the lien.attaches, (b).
payment of the tax is excused by an express- provision ‘of title 11, or (c)
in a chapter 7 case the tax was either'not incurred by the trustee or the
bankruptcy court isSues an order prior to the dug’ daté of the tax finding

- that the estate is probably adrmmstratlvely msolvent BAPCPA amends
- section- 503(b)(1)(B)(1) of the Bankruptcy Code to clanfy that post—petmon"
ad valorem taxes quallfy as. admlmstratlve expenses BAPCPA also makes
it unnecessary for taxmg authormes to: ﬁle a request for payment before
- a post-petition. tax quahﬁes as-an: allowed admmlstratlve expense BAP-

CPA also clanﬁes that state taxes, mcludlng ad valorem property taxes,
can qualify { for treatment assecured claims under sectlon 506 even though

" they do not arise from any agreement 35

[h]—Dlscharge of the Estate S. Llablllty for. Unpald Taxes.

Under: present law, followmg a request for a prompt assessment of taxes_-

_ made by the trustee and ‘upon payment .of the tax shown on'the return,’

if a taxing authonty does not timely respond or audit: the return; the trustee L
the debtor, -and any successor to the debtor are d1scharged from any tax

~ liability in excess of the tax- paid:3s Some cases have held that this

discharge does not" apply to. the © estate so that a taxmg authonty may
participate -in the distribution in* ‘respect_of late- claimed taxes. Under

_ BAPCPA, the: estate will also receive the ‘benefit of the discharge when

the taxmg authority ‘does not comply w1th Sectlon 505(b) procedures 7
[7]--Fllmg of Tax Returns. - S

[a]—Income Tax Retums Prepared by Tax Authorltles

Under present law, an md1v1dua1 may not receive a discharge in chapter

- 7 in respect of a tax for which a return, if required, has not been filed.3e
‘Under BAPCPA, a return will include a written stipulation to a judgment

or a'final order entered by a- non-bankruptcy tribunal and a return based
upon information supplied by the taxpayer and signed by him, but pr_epared
by a taxing authority pursuant to'section 6020(a) of the Internal Revenue
Code or similar state or local law. It will not include a substltute return.

3528 US.C. § 960 11 USC. § 503(b)
" 3611 USC. § 505(b)
" 3711 U.S.C. § 505(b).
- 388¢e 15 Collier on Bankruptcy, ‘]I TX4. 02[2] (15th Ed. Rev1sed)
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under section 6020(b) of the Code, which is not a full retum but merely
a predlcate for assessment.39

[b]—Requlrement to Flle Tax Returns to Confirm Chapter 13
Plans. .

- Under present lew, a debtor is entitled to the benefits Aofvcl'lapter 13
notwithstanding that he has unfilled returns outstanding. Under BAPCPA,

the debtor will be required to have filed tax Teturns for the four taxable *
years immediately preceding the filing of the pétition. Limited extensions” -
will be f)ermitted" during which the trustee will hold open the first meeting-. ~
of creditors. Conversion or dlsnussal w1ll result from failure to ﬁle within .

the extended periods. 40 ‘
" [c]—Dismissal for Fail'ure to Timely: File Tax Retunfs.

Under present-law, a debtor may continue to exercise the right to
reorganize under bankruptcy protection notwithstanding-the failure. to file
post-petition tax returns. Uider BAPCPA, a debtor who fails to file post-
petition returns may, on request of a taxing authority, have his case
converted or dismissed.41

[d]—Prov1dmg Requested Tax Docaments to: the Court.

~ Under BAPCPA, the court may not grant an individual a chapter 7
discharge or confirm the chapter 11 or chapter 13 plan of an individual -

unless requested tax documents have been filed with the court. The court
must retain such documents for three years, subject to extension in the
event of an audit enforcement action.42 ..

: [e]—Provndmg Tax Returns to Trustee or Requestmg Credltor. :
Under BAPCPA -the debtor is requ1red to provide federal income tax .

“retufns to the Chapter 7 or 13 truste¢ not later than 7 days before the date

set for.the first meeting of creditors. 4 The federal income tax return
reqmred is-for the most recent tax yearending before the ﬁhng of ‘the

3911 US.C. § 523(a).
40 11 US.C. § 1308.
4111 US.C- §§- 1112(b)4)3) and 5210)(1) and (2).

42 Pyb. L. No. 109-8, § 1228 (2005), effective in cases commenced on or after October 17, 2005
reprinted in Vol. E-2 Collier on Bankruptcy, App. Pt. 10(a) (Matthew Bender 15th Ed. Rev1sed)

43 11 U.S.C. § 521(e)(2)(A)().

{Rel14—12/06 Pub.861) --
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‘ 'bankruptcy case: In. the event the debtor;‘ as a transcrrpt of the tax. return;

= that may.be-provided instead of ‘the tax return itself;44 ‘Any -creditor who - =
timely requests a¢copy of the tax return or transcrrpt must also-be- furmshed._ :
copies. 48 If the debtor falls to comply ‘with ‘these requrrements ‘the
.»bankruptcy court shall. drsmrss the case unless the. debtor can-demonstrate
-that the fallure t comply is: due to. c1r umstances beyond the debtor s N

[8]——Mlscell leous Tax Prov1s10ns E TS B

[a]—Standards for Tax Dlsclosure. : o {f :

Unden present law pnor to sohcrtatlon of acceptances for a chapter 1 L
: ;,_,plan a proponent must submit and have approved by thé court a disclosure: -
" statement contarmng adequate ififormation. 47 The Bankruptcy Code does .

not specrfy what constitiites” adequate 1nformatron ‘as. t0: the- tax "conse- - '
‘ the! "plan. Under BAPCPA 'the d1sclosure “statement w111 ‘be

"‘91:..requ1red’ to A’contam ‘a’ dlscussmn ‘of the: potentlal matemal federal: tax. .

consequences to the debtor and a hypothetrcal 1nvestor typrcal of the

'holders of clarms ior mterests in the case.48 It has been the better practrce. o

to 1nclude .an adequate statement of federal tax consequences in“most *

-'dlsclosure statements usually 1n a sectron of: the drsclosure statement' "
.entrtled “tax consequences SR SN I S PR

[b]—Setoff of Tax Refunds. - |
Outsrde of bankruptcy, the IRS is. generally permrtted to set’ off refundst

'fowed toa. taxpayer agamst unpard taxes owed by that taxpayer 49 Current - "
: bankruptcy law preserves the. government S nght of setoff with respect

" to pre-pétition taxes but prevents the- taxmg author1ty from exercrsmg that - -
_'rrght whrle the automatrc stay is m place 50 Under BAPCPA setoffs w111' o

aa g .
_ 4511 USC: § 521(e)(2)(A)(11) N SR 3
“46 11 U.S.C. §.521(e)(2)(B) and (C). See In 1 ng, 2006 Bankr: LEXIS 787 (Bankr D. Me.

'2006) fora case where dismissal was-denied when the debtor demonstrated that the failure to comply

with the dehvery of coples of the tax retums ‘to the trustee was.:due- to cu'cumstances beyond -the

;.debtorscontrol X - ) . R Do )
4711 USC§ 1125(b) A o R

a8’ USC. § Ti25@). - _
49 See LR.C.'§§ 6402(a) & 6411(b). - N
80 See 11 U.S.C. §§553 and 362@)(7). T

(Rel.14-12/06 Pub:861) ..
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generally be permitted if setoff 'would -have been permltted outside
bankruptcy and if the taxable periods giving rise to both the- overpayment
~-and the deficiency are pre-petition. If. setoff is not. permitted under non- -
bankruptcy law because of a contest over. ‘the amount or legahty of the
-deficiency, the taxing authonty will be permitted -to -hold ‘the refund
pendmg resolution of the ¢ontest, unléss: the couit grants adequate protec- .
tion.s1 This provision will eliminate the existing procedural requirément
that taxing authorities seek bankruptcy court approval-before pre-petition.
~ setoffs can take place, even though outside bankruptcy such setoffs are' :
generally permitted. S )

[c]—Special Provisions Related to the Treatment of State:and
Local Taxes. :

Present sectidn 346 of the Bankruptcy Code contains a series of detailed

prov1s1ons that mandate a uniform -outcome at the state and local level -

with respect to a variety of bankruptcy tax matters, both substantive and :
procedural. Under BAPCPA, section 346 is completely rewritten, and the
provisions previously housed in section 728 and sections 1146(a) and (b)
are largely' transferred to section 346. Among other things, the new rules
require uniformity among federal, state, and local tax administrative rules
by (a) preveliting a bankruptcy filing from resulting in the creation of -a
new taxable estate (or the termination of the debtor’s taxable year) for
federal purposes but not for, state and local purposes (or vice versa), (b)
conforming the federal, state,- and local tax consequences of property
transfers from the debtor to the estate (or vice versa), (c) preventing state
or local tax from bemg imposed on discharge of indebtedness income
unless that income is. also_subject-to tax under the Internal Revenue Code,
-and (d) generally requiring states and localities to reduce tax attributes
to reflect untaxed discharge of indebtedness income following the same
rules applicable for federal purposes.s2 New.section 346 is both simpler
and more effective than its predecessor. Instead of laying. out detailed tax
rules for the states and localities to follow, it relies on simpler cross-
references to federal law that should help keep the two more closely in
sync.. Although the validity and enforceability of section 346 itself may :
be thought to be open to some questlon in light of the soverelgn 1mmun1ty

5111 US. C § 362(b)(26)
5211 US.C. § 346.
(Rel.14—12/06 -Pub.861)
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issues raised by several recent Supreme Court decisions, 53 the new version
of section 346 is a significant improvement over the.old one.

[d]—Treatment of Fuel Tax Clalms.

The Bankruptcy Code i is amended to provide that a claim ansmg from
the liability of a.debtor for fuel use tax may be filed by the base jurisdiction
designated pursuant to the International Fuel Tax Agreement and, if so
filed, shall be allowed as a single claim.54 Nevertheless, standing orders
or local rules in soime bankruptcy courts permit-setoffs of tax deficiencies
and overpayments'withoutﬂccjurt order in certain circumstances.

9 TX1.06. Selected Tax Issues Common to Tntle 11 Cases.

Many tax issues are. created and arlse prior to ﬁlmg atitle 11 case, during
the administration.of the title 11 estate, and subsequent to the entry of
discharge or confirmation of a. plan:of reorganization. The following is
intended as a. summary of the s1gn1ﬁcant tax issues that can be encountered.

[1]—Tax Issues Pl'lOl' to Fllmg

A number of issues-deal with prebankruptcy income tax considerations.
Some of these issues are: (1) Is there a difference‘i in tax treatment if there
is ataxablé event generated bya transfer of collateral to the lender (whether
in a foreclosure or by deed in lieu of foreclosure)- before the title 11 filing?;
(2) Is the debtor an individual, a: corporation, -or a pass-through tax entity
such as a partnersmp or S corporatlon? (3) What is the tax effect of a
transfer of property from one- entlty to another entity or a change in the
tax status of the debtor?;:and (4) Ts taxable income generated: by the
“restructuring” of a debt where the amount of outstanding debt is reduced, -
and, if so, how much taxable income is recogmzed for whom is the income
a liability, and how is-the tax to be pa1d‘71 Generally, different types of
prepetition taxes arise in bankruptcy’ cases: (1)’ the ad valorem property
tax-is common in bankruptcy cases (2) employment’ taxes. or trust fund

53 See e.g., Seminole Tnbe v. Florida, 517 U.S. 44, (1996), Fed. Mar Comm’n v. South Carohna
Ports Auth., 533 U.S. 743 (2002).

© 5411 U.S.C. § 501.
q TX1.06.

1 For discussion of federal tax reporting requirements, see chapter TX3 infra. See also § TX12.03
infra for state and local reporting requirements; J TX5.04 infra for the jurisdiction-of the bankruptcy
court to determine tax liability. :

(Rel.14—12/06 Pub.861)
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. teixes becomes a usual issue in bankruptcy cases; and (3) numerous other
“state taxes, for example, sales or use-taxes, unemployment taxes and
, franchlse taxes are sometimes mvolved

' [2]—Tax Issues Common in Tltle 11 Cases.

-Frequently, the filing of a title 11 case creates numerous tax issues and
questions of tax claims treatment. The first issue is whether a transfer of
assets from the debtor to the estate on.ithe filing of a title 11 case is a

' separate taxable event. Once a title 11 case is commenced and an order
for: relief is entered, tax questions primarily revolve around issues of
dischargeability, priority of tax payment, amount of the tax claim, responsi-
bility for filing tax returns, termination of tax years, and whether the tax
claim includes post or prepetition interest or post or prepetition penalties.
During the course of the administration of a case, issues may be presented
.such’ as the determination of tax, payment responsibilities for taxes,
, junsdlctlon to enjoin or recover assets seized by taxing authorities, and
the operation of the automatic stay on tax authorities exercising collection
procedures, assessment, and third party nondebtor collection. Additionally,
sometime during the case, the estate often disposes of assets by sale,
trarisfer, or abandonment under Bankruptcy Code §§ 363 and 554. These
actions generate issues of who is liable for the taxable gain, does basis

carry over and if so, how much, to whom is the gain allocated, and what A

tax attributes, if any, are available to offset the gain. Issues involving
collection and payment of withholding tax, responsible officer liability,
and allocation of tax payments to withholding, income, mterest or penalty
are generated during the administration of a case.2

" "'v[3]—Post-Fllmg Issues Generated by Actions Taken or Orders
-Entered During the Administration of a Title 11 Case.

Postpetition tax issues are commonly generated because of an abandon-
ment:of an asset during-the title 11 case, the setting aside of exempt
.property, the denial or nondlschargeablhty of tax claims, the setoff rights
“of ‘the Internal Revenue Service against a debtor’s tax refund, the validity

of a prior recorded tax assessment and lien on post-petition property, the

2 For a detailed discussion of many tax issues frequently encountered in a title 11 case, see chapter
TX4, infra, for an analysis of priority and dischargeability of tax claims and treatment of interest
and penalties; chapter TX6, infra, for discharge of indebtedness; chapter TX7, infra, for a discussion
of the tax treatment of ‘creditors; chapter TX13, infra, for a discussion of the treatment-of debtor
partnerships;.and chapter TX35, infra, for a discussion of the jurisdiction of the bankruptcy court
in tax issues and dlsputes with tax collecting entities:

(Rel.14—12/06 Pyb.861)
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- sales and disposition of property by the bankrutpcy estate, franchlse sales

and use tax liability, the tax treatment of creditor trusts in plans of
reorganization, and the right . to collect nondischargeable taxes out of

_postpetltlon assets: acquired by the former debtor-taxpayer. Some postpeti-
tion issues may arise because of the failiire to make tax payments provided

in the Bankruptcy Code, required payments. in a confirmed plan, the
attempt to enforce tax liens on postpetition property, and collection activity
against transferees of assets or ‘responsible. nondebtor parties.3 - ’

Since the forth of the debtor entity in-a title 11 case determines the type -
of tax liability, cantion must be exercised in 'dealing with partnershlps
S corporations,. and individuals throughout the; commencement and admin-
istration of a case and until its termination. Issues.of so;vency are important
and the key to recognition of income from discharge of'indebtedness for
these debts d1scharged prior to the commenceément of ‘a title 11 case.4
Serious concern should also be given to the issue of which tax attributes
may survive a reorganrzatlon Is-the net operatlng loss available to the

reorganized entity and, if so, 0 what extent ‘will tax attribiite reduction

for discharge of indebtedness income excluded under LR.C. § 108 offset
the amount of: such attnbutes‘75

II. Survey of Bankruptcy Code Prowsnons Affectmg Tax Law
Issues :

T TXl 07 Introductlon.

The tax pohcy of maximum collectlon and protectlon of the Treasury

R through an-aggressive network . of voluntary tax -returns, assessment,

collection, litigation and pursuit ‘of all potential responsible ‘taxpayers -
clashes irrevocably with the policy of a “fresh start” for the bankruptcy

debtor through the use of the bankruptcy process. The confhct between

"3Fora comprehensnve discussion- of post-petition tax comphance under the Bankruptcy Code,
see Gargotta, Post-petition Tax Comphance Under the Bankruptcy Code: Can the IRS Enforce .
Collection Aftér Bankruptcy Is Filed?, 11 Am. Bankr. Inst. L. Rev. 1, page 113 (Spring 2003).

4 A taxpayer who is not a debtor in a ntle 11 case can exclude cancellation of indebtedness from

.. income under 1TR.C. § 108(a)(1)(B) only if the income is realized at.a time when the taxpayer

is insolvent. -

5 The law is not clear on the nmmg of the realrzatxon of cancellation of indebtedness income
in title 11 cases. Realization of income may occur when a debtor receives a discharge from debts.
In chapter 7 this is easily determined because it is- based on the date of the entry of . the order
of discharge.’In chapter 11 the timing is not easily calculated. . The provisions_of the chapter 11
plan would govern when realization ‘of cancellanon of mdebtedness income occurs. o

{Rel.14—12/06 Pub.861)
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‘bankruptcy policy and tax policy is sometimes overwhelming. Tax disputes
generate litigation and affect tax practitioners and litigators. When the

taxpayer, the subject of the tax dispute and a party to the litigation bécomes’

a ‘debtor in a title 11 case, the elements of bankruptcylaw. become
inextricably involved in the tax dispute process. Tax disputes in title 11
cases involve the determination of the. amount of tax liability, questions
of priority in tax payments as.they. relate to other claims against the
bankruptcy estate, dischargeability. of tax liability, setoff of tax refund
against tax claims, and turnover of assets seized by the Internal Revenue
Service prior to commencement of the case.

“The bankruptcy court is the contemporary litigation forum for sophisti-
cated and complicated business disputes involving. billions of dollars.
Because title 11 filings have increased dramatically, the bankruptcy court
will be called upon more frequently to hear, determine and dispose of tax
disputes between the debtor and all taxing authorities. It has been charac-
terized as the “tax forum of the 90s.”1

The Bankruptcy Code provides for the orderly distribution of a debtor’s
assets in accordance with a scheme which determines priorities for
payment and discharge of obligations. The bankruptcy process is designed
to provide the debtor with a fresh start. The fresh start is achieved because
the debtor is discharged- from obligations. A tax debt is among the
obligations included in the discharge, providing it meets certain tests.

The reorganization and debt adjustment provisions of chapter 11 of the
Bankruptcy Code-are designed to rehabilitate a debtor, whether partnership,
corporation or individual, by providing for the reorganization of the debtor
through a plan which is filed  with a disclosure statement. The planis
brought on for voting and approval by various classes of creditors and
heard by a court as part of the confirmation process. Once a plan is
confirmed, in the case of individuals and business. entities which continue
as reorganized debtors, discharge of debts is ultimately accomplished by
the performance of those payment undertakings proposed in the plan.
Discharge is the ultimate objective of the debtor.

Once a title 11 case is commenced, a bankruptcyiestate is created and

the administration of the estate is accomplished through tl_le'"bankruptcy :

q TX1.07.

1 This description of the bankruptcy court as the “Tax Forum For The 90’s” was.first used by
Allegra in an article which appeared in 31 Fed. Bar News & J 338 (1991); see also Sheinfeld,

“Litigating With The Internal Revenue Service In Bankruptcy: Bankruptcy Courts—The Tax Forum-

For The 90%s,”> Great Plains Federal Tax Institute, Lincoln, Nebraska (1991).
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INTRODUCTION

. This pamphlet has been prepared by the staff of the Joint Committee
on Taxation for the public hearing on H.R. 5043, the Bankruptcy Tax
Act of 1980, scheduled for May 30, 1980, before the Senate Finance
Subcommittee on Taxation and Debt Management Generally.

The pamphlet provides background information on the bill, a sum-
mary of the major provisions of the bill, a more detailed description
offf present law and the provisions of the bill, and the estimated revenue
effect. :

(A separate pamphlet describes five Senate bills—S. 2484, S. 2486,
S. 2500, S. 2508, and S. 2548—which are also scheduled for the May 30
Subcommittee hearing.)

(1)



I. BACKGROUND

H.R. 5043, the Bankruptcy Tax Act of 1980, concerns the Federal
income tax aspects of bankruptcy, insolvency, and discharge of in-
debtedness. The bill passed the House of Representatives on March 24,
1980, by a vote of 324-0, after having been ordered favorably reported
by the Ways and Means Committee on March 12,1980 (House Report
No. 96-833). ’ ' ~

The bill was developed over the past several years on the basis of
extensive hearings, studies, and suggestions as to appropriate tax
rules for bankruptcy and related tax issues. This effort to review and
modernize bankruptcy tax law began with Congressional establish-
ment of the Commission on the Ban%{ruptcy Laws of the United States
and the report issued by that Commission in 1973.F That report rec-
ommended changes and clarifications in both substantive rules and
tax rules of bankruptey. '

In 1978, the 95th Congress enacted legislation (Public Law 95-598)
which significantly revised and modernized the substantive law of
bankruptcy as well as bankruptcy court procedures. Public Law 95-598
repealed the Bankruptcy Act and substituted a new title 11 in the U.S.
Code, completely replacing the former provisions.? The new law gen-
erally became effective for bankruptcy cases commencing on or after
October 1, 1979. H.R. 5043 is intended to complete the process of revis-
ing and updating Federal bankruptcy laws by providing rules govern-
ing the tax aspects of bankruptcy and related tax issues.

Because of the October 1, 1979 effective date enacted in Public Law
95-598 for repeal of the Bankruptcy Act (including repeal of provi-
sions governing Federal income tax treatment of debt discharge in
bankruptey), and for implementation of new bankruptcy court pro-
cedures, provisions of H.R. 5043 applicable with respect to bankruptcy

! The-present-law Federal income tax rules relating to taxpayers In bankruptey
cases and the Commission’s recommendations for legislative changes, together
with alternative proposals, are discussed in detail in a series of articles by
William T. Plumb, Jr., Esq., entitled “The Tax Recommendations of the Commis-
sion on the Bankruptcy Laws.” These articles appear at 29 Tax Law Review 227
(1974) (tax effects of debt reduction; insolvency reorganizations) ; 72 Mich, L.
Rev. 935 (1974) (income tax labilitles of the bankruptey estate and the debtor) ;
and 88 Harv. L. Rev. 1360 (1975) (taxprocedures).

?The 1978 statute did not include a “short title* (although it has been desig-
nated by some commentators as the “Bankruptcy Reform Act of 1978”), This
pamphlet refers to the 1978 bankruptey statute as “P.L. 95-598.” The substan-
tive bankruptey law which is superseded by P.L. 95-598 is referred@ to as the
“Bankruptey Act.” . .

In this pamphlet, the provisions of title 11 of the U.8. Code which were ens
acted by P.L. 95-598 are cited as “new 11 U.S. Code sec.—" References to the
*Code” are to the Internal Revenue Code of 1954, as amended.

'In the bill (H.R. 5043), bankruptcy cases to which the substantive provisions
of P.L. 95-598 apply—generally, cases commenced on or after October 1, 1979—
are referred to as '‘title 11 cases.”

3)
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cases would generally be effective for bankruptcy cases commencing
on or after October 1, 1979. Present law would continue to apply for
bankruptcy cases commenced under the Bankruptcy Act, i.e., prior to
October 1, 1979, including Bankruptcy Act cases which are com-
menced before and continue after that date. Provisions of HLR. 5043
applicable to transactions outside bankruptcy cases (such as discharge
of indebtedness of a solvent taxpayer outside bankruptcy) general%y
W()Bl(l)ld be effective for such transactions occurring after December 81,
1980. '

Hearings were held on H.R. 5043 before the Ways and Means Sub-
committee on Select Revenue Measures on September 27, 1979.°
Throughout the development of the bill over the past several years,
comments as to the appropriate tax rules in bankruptcy cases and
related tax issues have been received from various groups and indi-
viduals, including the American Bar Association, Tax Section, Ad
Hoc Committee for Bankruptcy Revision; the American Institute ot
Certified Public Accountants, Bankruptcy Task Force; the Associa-
tion of the Bar of the City of New York, Committee on Taxation; the
New York State Bar, Tax Section, Committee on Bankruptcy and
Insolvency; the National Bankruptcy Conference, Committee on Tax
Matters; the State Bar of California, Tax Section, Bankruptcy Tax
Revision Committee; the Departments of Treasury and Justice; and
the Internal Revenue Service.

®In 1978, the Ways and Means Committee held hearings on H.R, 9978 (95th

?ong‘ress), concerning Federal income tax aspects of bankruptcy and related
ssues.



II. SUMMARY OF H.R. 5043

A. Tax Treatment of Discharge of Indebtedness

In Public Law 95-598, Congress repealed provisions of the Bank-
ruptcy Act governing Federa% income tax treatment of a discharge
of indebtedness in bankruptcy, effective for caseés instituted on or
after October 1, 1979, The bill would provide tax rules in the Internal
‘Revenue Code applicable to debt discharge in the case of bankrupt or
insolvent debtors, and would make related changes to existing ode
provisions applicable to debt discharge in the case of solvent debtors
outside bankruptcy. : ' : '

Bankruptcy or insolvency

Under the bill, no amount would be included in income for Federal
income tax purposes by reason of a discharge of indebtedness in a bank-
ruptcy case, or outside bankruptey if the debtor is insolvent. Instead,
the amount of discharged debt which would ‘be excluded from gross
income by virtue of the bill’s provisions (the “debt discharge amount”)
would be applied to reduce certain tax attributes.. _ o

Unless t}i)m taxpayer elects first to reduce basis in depreciable as-
sets, the debt discharge amount would be applied to reduce the tax-
payer’s net operating losses and then certain tax credits and capital
loss carryovers. Any excess of the debt discharge amount over the
amount of reduction in these attributes would be applied to reduce as-
set- basis (but not below the amount of the taxpayer’s remaining.un-
discharged Iiabilityizs(z. Any further remaining debt discharge amount
would be disregarded, i.e., would not result in income or have other
tax consequences. '

The bill would provide that the taxpayer may elect to apply the debt
discharge amount first to reduce basis in depreciable property, before
applying any remaining amount to reduce net operating losses and then
other tax attributes in the order stated in the bill. A debtor making this
election could elect to reduce basis in depreciable property below the.
amount of remaining liabilities (i.e., where the debtor would rather
so reduce asset basis than reduce carryovers). To the extent the debtor
makes an election to reduce basis in depreciable agsets, or reduces basis
in assets after reduction in other tax attributes, it is anticipated that
Treasury regulations prescribing the order of basis reduetion among
assets would generally accord with present Treasury regulations which
apply in the case of basis reduction under section 270 of the (now re-
pealed) Bankruptcy Act. K _

To insure that ordinary income treatment eventually would be given
to the full amount of basis reduction in depreciable or nondepreciable
assets, the hill provides that any gain on a subsequent disposition of
reduced-basis assets would be subject to “recapture” under sections:
1245 or 1250 of the Internal Revenue Code.

(6)
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Outside bankruptcy—solvent taxpayers

The bill would modify the existing Federal income tax election (secs.
108 and 1017 of the Code) under which a solvent taxpayer outside
bankruptcy may elect to reduce basis of assets instead of recognizing
current income from debt cancellation. Similar to the rules of the bill
applicable to bankrupt or insolvent debtors, the bill provides that the
election to reduce basis allowed to the solvent. debtor outside bank-
ruptcy would require reduction in basis of depreciable assets.

To the extent that the debtor makes an election to reduce basis, it is
anticipated that Treasury regulations prescribing the order of basis
reduction among the taxpayer’s depreciable assets would generally ac-
cord with present Treasury regulations under section 1017 of the Code.
As in the case of bankrupt or insolvent debtors, the bill provides that
any gain on a subsequent disposition of reduced-basis assets would be
subject to “recapture” under sections 1245 or 1250 of the Code.

The bill also provides that in the case of a solvent taxpayer outside
bankruptcy, a reduction to the purchaser in the amount of a purchase-
money debt, by the seller of the property, would be treated for Federal
income tax purposes as a purchase price reduction and not as a dis-
charge of indebtedness.

Equity-for-debt rules

The bill also provides rules relating to discharge of indebtedness of
corporate debtors (whether or not in a bankruptcy case) in order to
better coordinate the treatment of discharged debt at the corporate
level with treatment at the creditor level.

If a corporate debtor issues stock to its creditor for an outstanding
security (such as a bond), there would be no debt discharge amount
and no attribute reduction would be required. Thus, no tax conse-
quences at the corporate level would occur with respect to a transaction
which is treated generally as a nonrecognition of gain or loss transac-
tion for the creditors.

If a corporate debtor issues stock for other debts (such as debt held
by trade creditors or by a lender holding a short-term note), the cor-
poration would be treated as having satisfied the debt with an amount
of money equal to the stock’s value. To the extent the stock’s value is
less than the debt discharged, the discharge of indebtedness rules sum-
marized above would apply. This treatment would be consistent with
the usual recognition treatment for the creditors (e.g., a bad debt de-
duction is allowed for trade creditors) and would reflect the fact that
tax attributes generally arise as a result of incurring debt obligations
or expending loan proceeds.

If a value is placed on the stock either (1) by the bankruptcy court
in a proceeding in which the Internal Revenue Service had the right
to intervene on the valuation issue (including notice of the court hear-
ing on the valuation issue) or (2) in a bankruptcy or similar proceed-
ing or in an out-of-court agreement in which the debtor and creditor
had adverse interests in the tax consequences of the valuation, the Rev-
enue Service as well as the debtor and creditor would be bound by the
valuation for purposes of the debt discharge rules of the bill and the
creditor’s bad debt deduction.

_In light of these stock-for-debt rules, the bill provides that the spe-
cial limitations on net operating loss carryovers (sec. 382 of the Inter-
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nal Revenue Code) generally would not apply to the extent creditors
receive stock in exchange for their claims,

The bill also provides that the debt discharge rules would apply to
the extent that the amount of debt transferred to a corporation as a
contribution to capital exceeds the shareholder’s basis in the debt.

Other rules concerning debt discharge _

In addition, other rules in the bill concerning debt discharge would
relate to debt acquired by a related party, discharge of liabilities pay-
ment of which would have given rise to deductions, the tax benefit rule
of section 111 of the Code, and discharge of a partnership debt. Also,
the bill provides (overturning a contrary position of the Internal
Revenue Service) that if the basis of investment credit property is
reduced by a debt discharge amount, no investment credit recapture
would occur by reason of the reduction.

Effective date

The provisions of the bill relating to tax treatment of debt discharge
would apply for bankruptcy cases (or receivership, foreclosure, or sim-
ilar judicial proceedings) commenced on or after October 1, 1979.
Present tax law would continue to apply for bankruptcy cases (or re-
ceivership, etc. proceedings) commenced prior to October 1, 1979.

In the case of discharge of indebtedness outside bankruptcy cases
(or receivership, etc. proceedings), the debt discharge rules of the bill
would apply to any discharge of indebtedness occurring after Decem-
ber 31, 1980.

B. Bankruptcy Estate of an Individual

In general

The bill would treat the bankruptcy estate of an individual in a liqui-
dation or reorganization case under the new bankruptcy statute as
a separate taxable entity for Federal income tax purposes. Also, the
bill provides that no separate taxable entity would be created by com-
mencement of a bankruptcy case in which the debtor is an individual
in a case under chapter 13 of the new bankruptey law (adjustment of
debts of an individual with regular income), a partnership, or a cor-
poration. : }

The Federal income tax rules set forth in the bill with respect to a
bankruptcy estate of an individual which would be treated as a sepa-
rate taxable entity would include rules for allocation of income and
deductions between the debtor and the estate, computation of the
estate’s taxable income, accounting methods and periods of the estate,
the treatment of the estate’s administrative costs as deductible ex-
penses, carryover of tax attributes between the debtor and the estate,
and requirements for filing and disclosure of returns.

Debtor’s election to close taxable year -

Also, the bill generally would give an individual debtor an election
to close his or her taxable year as of the day the bankruptcy case com-
mences. If the election were made, the debtor’s Federal income tax lia-
bility for the “short” taxable year ending on commencement 6f the
case would become an allowable claim against the bankruptcy estate.
If the election were not made, the commencement of the bankruptey
case would not terminate the taxable year of an individual debtor.



Effective date

These provisions of the bill would apply to bankruptcy cases com-
mencing more than 90 days after the date of enactment of the bill.

C. Corporate Reorganizations in Bankruptcy

Expansion of reorganization provisions

The bill would expand the categories of tax-free corporate reorga-
nizations defined in section 368 of the Code to include a new category
of “G” reorganizations. This category would include certain transfers
of assets pursuant to a court-approved reorganization plan in a bank-
ruptey case (or in a receivership, foreclosure, or similar proceedin%).
Accordingly, the bill would terminate the applicability of special rules
of current law relating to insolvency reorganizations (secs. 871-874 of
the Code).

The bill would permit a “G” reorganization to take the form of a
triangular reorganization, including a “reverse merger.” Also, the bill
would allow the acquiring corporation in a “G” reorganization to
transfer the acquired assets to a controlled subsidiary. In light of the
_debt discharge rules of the bill, which would adjust tax attributes of a
reorganized corporation to reflect changes in its debt structure, the
statutory rule generally governing carryover of tax attributes in cor-
porate reorganizations (sec. 381 of the Code) would apply in the case
of a “G” reorganization. -

Since “G” reorganizations would be subject to the rules governing
the tax treatment of exchanging shareholders and security holders
which apply generally to corporate reorganizations, a shareholder or
security holder who receives securities in a “G” reorganization with a
principal amount exceeding the principal amount of securities sur-
rendered would be taxed on the excess. Also, money or other “boot”
property received in a “G” reorganization would be subject to the
dividend-equivalence tests which apply to the reorganizations.gen-
erally.

Property attributable to accrued interest _

Under the bill, a creditor exchanging securities in any corporate
reorganization described in section 368 of the Code (including a “G”
reorganization) would be treated as receiving interest income on the
exchange to the extent the creditor receives new securities, stock, or

other property attributable to acerued but unpaid interest on the secu-
rities surrendered. ' :

Effective date :

“These provisions of the bill would apply to bankruptey cases (or
receivership, foreclosure, or similar judicial proceedings) commencing
on or after October 1, 1979. In addition, the amendments relating to
property attributable to accrued interest also would apply to transac-
tions occurring after December 31, 1980 (other than transactions in a
proceeding under the Bankruptcy Act or in a receivership, foreclosure,
or similar judicial proceeding begun before October 1,1979).

D. Miscellaneous Corporate Amendments

The bill would make a number of miscellanedus amendments to the
Internal Revenue Code relating to corporate tax issues, including the
following.

v
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1. PH(C status.—Under the bill, a corporate debtor generally would
not be considered a personal holding company, subject to additional
taxes on certain passive income, while in" a bankruptcy case (or re-
ceivership, foreclosure, or similar proceeding) commencing on or after
October 1, 1979. ,

2. Liquidation rule—The corporate nonrecognition tax rules ap-
plicable to 12-month liquidations would be extended to cover sales by

- Insolvent corporations of assets, other than assets acquired after com-
mencement of the bankruptcy case, during the entire period from
adoption (after commencement of the case) of the plan of liquidation
through conclusion of the case. This provision would apply to bank-
ruptcy cases (or receivership, ete. proceedings) commencing on or
after Qctober 1, 1979.

3. Subchapter S sharcholder—The bill provides that for bank-
ruptcy cases commencing on or after Qctober 1, 1979, the bankruptcy
estate of an individual debtor could be an eligible shareholder in a sub-
chapter S corporation. -

4. Section 361 applicability.—Under the bill, transfers to a con-
trolled corgoration of indebtedness of the corporation which is not
evidenced by a security, or of claims against the corporation for
accrued but unpaid interest on indebtedness, would not be covered by
the nonrecognition rule of section 851 of the Code. Also, the non-
recognition rule would not apply in the case of a transfer to a con-
trolled corporation of the assets of a debtor in a bankruptcy or similar
case to the extent the stock or securities received in exchange for the
assets were used by the debtor to pay off his debts. The effective date
for these provisions would be the same as for the provisions of the bill
relating to tax treatment of discharge of indebtedness. ,

6. Earnings and profits—The bill provides that to the extent the
amount of discharged indebtedness is applied to reduce basis under
section 1017 of the Code, such basis-reduction amount would not affect
the debtor corporation’s earnings and profits. The effective date for
this provision would be the same as for the provisions of the bill relat-
ing to tax treatment of discharge of indebtedness.

E. Changes in Tax Procedures

The bill would coordinate certain provisions of the Internal Reve-
nue Code with the bankruptcy court procedures enacted in P.L. 95-
598. These procedures include the automatic stay on assessment or col-
lection of certain tax claims against the debtor, the automatic stay on
institution or continuation by the debtor of deficiency litigation in the
U.S. Tax Court, and the authority of the bankruptcy court to lift the
%ta,y and permit the debtor’s tax liability to be determined by the Tax

ourt. .



III. EXPLANATION OF H.R. 5043

A. Tax Treatment of Discharge of Indebtedness (sec. 2 of the bill
and secs. 108, 111, 382, and 1017 of the Code)

Present law
In general

Under present law, income is realized when indebtedness is for-
given or in other ways cancelled (sec. 61(a) (12) of the Internal Reve-
nue Code). For example, if a corporation has issued a $1,000 bond
at par which it later repurchases for only $900, thereby increasing its
net worth by $100, the corporation realizes $100 of income in the year
of repurchase (United States v. Kirby Lumber Co.,284 U.S. 1 (1931)).

There are several exceptions to the general rule of income realiza-
tion. Under a judicially geveloped “insolvency exception,” no income
arises from discharge of indebtedness if the debtor is insolvent both
before and after the transaction;?! and if the transaction leaves the
debtor with assets whose value exceeds remaining liabilities, income is
realized only to the extent of the excess.? Treasury regulations provide
that the gratuitous cancellation of a corporation’s indebtedness by a
shareholder-creditor does not give rise to debt discharge income to the
extent of the principal of the debt, since the cancellation amounts to a
contribution to capital of the cormporation.® Some courts have applied
this exception even if the corporation had previously deducted the
amount owed to the shareholder-creditor.* Under a related exception,
no income arises from discharge of indebtedness if stock.is issued to a
creditor in satisfaction of the debt, even if the creditor was previously
a shareholder, and even if the stock is worth less than the face amount
of the obligation satisfied.® Further, cancellation of a previously
accrued and deducted expense does not give rise to income if the deduc-
tion did not result in a reduction of tax (sec. 111). A debt cancellation
which constitutes a gift or bequest is not treated as income to the
donee debtor (sec. 102). :

A debtor which would otherwise be required to report current in-
come from debt cancellation under the preceding rules instead may
elect to reduce the basis of its assets in accordance with Treasury
regulations (secs. 108 and 1017 of the Code). This income exclusion
is available if the discharged indebtedness was incurred by a corpora-
tion or by an individual in connection with property used in his trade
or business. These provisions were intended to allow the tax on the

Treas. Regs. § 1.61-12(b) (1) ; Dalles Transfer & Terminal Warehouse Co. v.
Comm'r, 70 F. 2d 95 (5th Cir. 1984).
* Lakeland Grocery Co., 36 B.T.A. 289 (1937).
?Treas. Regs, § 1.61-12(a).
9‘ s1;)utmna, Corp. v. Comm’r, 86 T.C. 652 (1978), aff'd, 604 F. 2d 734 (5th Cir.
1979).
" Oomm'r v. Motor Mart Trust, 156 . 2d 122 (1st Cir. 1946).

(10)
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debt discharge income to be deferred and collected through lower
depreciation deductions for the reduced-basis assets, or greater taxable
gains on sale of the assets. ‘

The Internal Revenue Service takes the position that a reduction
in the basis of qualified investment credit property resulting from an
income-exclusion election under sections 108 and 1017 of the Code is
pro tanto a disposition of the property the basis of which was reduced,
resulting in partial recapture of the investment credit allowed upon
its purchase (Rev. Rul. 74-184, 19741 C. B. 8).

Bankruptcy proceedings :

The Bankruptey Act contains certain rules relating to the Federal
income tax treatment of discharge of indebtedness in bankruptcy pro-
ceedings. However, these rules have been repealed by P.L. 95-598
effective for bankruptey cases instituted on or after October 1, 1979,

Under the Bankruptcy Act provisions, no income is recognized on
cancellation of indebtedness in an insolvency reorganization (under
chapter X).® The Act requires the debtor corporation to reduce the
basis of its assets by the amount of indebtedness discharged, but not
below the fair market value of such assets as of the date the bank-
ruptey court confirms the reorganization plan.” However, under sec-
tion 372 of the Internal Revenue Code, no basis reduction is required
if the corporation’s property is transferred to a successor corporation
as part of the bankruptey reorganization.?

Similar rules apply in the case of an “arrangement” (under chapter
XT), a “real property arrangement” (under chapter XII), and a wage
earner’s plan (under chapter XIIT), except that no basis reduction 1s
required under a wage earner’s plan.? In addition, in the case of a
Bankruptey Act discharge other than under an insolvency reorganiza-
tion or an arrangement described above, income is not realized to the
extent the general “insolvency exception” applies.1®

Explanation of provisions
Debt discharge in bankruptcy

I'n general

_ Under the bill, no amount would be included in income for Federal
income tax purposes by reason of a discharge of indebtedness in a
bankruptcy case.'* Instead, the amount of discharged debt which would
be excluded from gross income by virtue of the bill’s provisions (the
“debé discharge amount”) would be applied to reduce certain tax
attributes, :

® Sec. 268 of the Bankruptey Act.

? Sec. 270 of the Bankruptey Act.

® While under present law ‘no basis reduction is required if a successor corpo-
ration is used in the insolvency reorganization, the Code under present law does
not permit the carryover of tax attributes, such as net operating losses, from the
debtor to the successor corporation (except possibly in certain situations where
the reorganization meets the requirements of secs. 368 and 381 of the Code, in
which case net operating losses may be limited by section 882 of the Code).

° Sees. 395, 396, 520, 522, and 879 of the Bankruptey Act.

Treas. Regs. § 1.61-12(b). See text accompanying notes 1 and 2.

2 For purposes of these rules, the term “bankruptcy case” (referred to in the
bill as a “title 11 case”) means a case under new title 11 of the U.S. Code, but
only if the taxpayer is under the jurisdiction of the court in the case and the
discharge of indebtedness is granted by the court or is pursuant to a plan ap-
proved by the court.
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Unless the taxpayer elects first to reduce basis of depreciable assets,
the debt discharge amount would be applied to reduce the taxpayer’s
tax attributes in the following order: :

(1) net operating losses and carryovers; :

- (2) carryovers of the investment tax credit (other than the
ESOP credit), the WIN credit, the new jobs credit, and the credit
for alcohol used as a fuel ; 1 :

3) capital losses and carryovers; and .

4) the basis of the taxpayer’s assets, ~
The reduction in each category of carryovers would be made in the
order of taxable years in whiﬁl ti{e items would be used, with the order
determined as if the debt discharge amount were not excluded from
income.?® For this purpose, any limitations on the use of credits that
are based on the income of the taxpayer would be disregarded.

After reduction of the specified carryovers, any remaining debt
discharge amount would be applied to reduce asset basis, but not below
the amount of the taxpayer’s remaining undischarged liabilities.
(Thus, a sale of all the taxpayer’s assets immediately after the dis-
charge generally would not result in income tax liability except to the
extent the sale proceeds and cash on hand exceed the amount needed to
pay off the remaining liabilities.) Any amount of debt discharge which’
is left after attribute reduction under these rules would be disregarded,
1.e., would not result in income or have other tax consequences.

Election to reduce basis in depreciable property ‘

The bill provides that the taxpayer could elect, in accordance with
Treasury regulations, to apply all or a portion of the debt discharge
amount first to reduce basis (but not below zero) in depreciable prop-
erty,’ before applying any remaining amount to reduce net operating
losses and other tax attributes in the order described above. A debtor
making this election could elect to reduce basis (but not below zero) in
depreciable property below the amount of remaining liabilities (i.e.,
where the debtor would rather so reduce asset basis thanreduce
carryovers). :

An election first to reduce basis in depreciable property would be
made on the taxpayer’s return for the year in which the discharge
occurs, or at such time as permitted by Treasury regulations. Once

¥ These credits would be reduced at the rate of 50 cents for each dollar ofdebt
discharge amount. This flat-rate reduction would avoid the complexity of deter-
mining a tax on the debt discharge amount and determining how much of the
amount would be used up by the credits for purposes of determining other reduc-
tions. Except for reductions in credit carryovers, the specified tax attributes
would be reduced one dollar for each dollar of debt discharge amount,

“Thus in the case of net operating loss and capital loss, the debt discharge
amount first would reduce the current year’s loss and then would reduce the loss
carryovers in the order in which they arose. The investment credit carryovers
would be reduced on a FIFO basis, and the other credit carryovers also would be
reduced in the order they would be used azainst taxable income. These reductions
would be made after the computation of the current year's tax. '

¥ For this purpose, the term “depreciable property” means any property of
a character subject to the allowance for depreciation, but only if the basis re-
duction would reduce the amount of depreciation or amortization which otherwise
would be allowable for the period immediately following such reduction. Thus,
for example, a lessor could not reduce the hasis of leased property where the
lessee’s ohligatiqn in resnect of the property will restore to the lessor the loss due
to depreciation during the term of the lease, since the lessor cannot take denre-
ciation in respect of that proverty. See Harry H. Kem, Jr., 51 T.C. 455 (1968),
aff’d, 432 F.2d 961 (9th Cir. 1970),
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made, an election could be revoked by the taxpayer only with the con-
sent of the Internal Revenue Service. '

Recapture rule

If the basis of property (whether depreciable or nondepreciable)
were reduced pursuant to the rules in the bill, any gain on a subse-
quent - disposition of the property would be subject to “recapture”
under section 1245 of the gode or, in the case of realty, under section
1250, The computation of the amount of straight-line depreciation
(under sec. 1250(b)) would be determined as if there had been no re-
duction of basis under section 1017.

Basis reduction—general rules ' :

To the extent a debtor makes an election to reduce basis in depre-
ciable property, or reduces basis in assets after reduction in .other
attributes, the particular properties the bases of which -would be
reduced would be determined pursuant to Treasury regulations. It
would be anticipated that the order of reduction prescribed in such
regulations would generally accord with present Treasury regulations
which apply in the case of basis reduction under section 270 of the
1(riow . r‘ejpealed) Bankruptcy Act (Treas. Regs. §§1.1016-7. and

J1016-8). ,

In order to avoid interaction between basis reduction and reduction
of other attributes, the bill provides that the basis reduction would
take effect on the first day of the taxable year following the year in
which the discharge took place. If basis reduction were required in
respect of a discharge of indebtedness in the final year of a bank-
riptey estate, the reduction would be made in the basis of assets ac-
quired by the debtor from the estate at the time so acquired.

In a bankruptey case involving an individual debtor to which new
section 1898 of the Code (as added by the bill) would apply, any at-
tribute reduction required under the bill would apply to the attributes
of the bankruptcy estate (except for purposes of applying the basis-
reduction rules of section 1017 to property transferred by the estate
to the individual) and not to those attributes of the individual which
arose after commencement of the case. Also, the bill provides that in
a bankruptcy case involving an individual debtor, no reduction in
basis would be made in the basis of property which the debtor treats
as exempt property under new 11 U.S. Code section 522.

Debt discharge outside bankruptcy—insolvent debtors

The bill provides that if a discharge of indebtedness occurs when-
the taxpayer is insolvent (but is not in a bankruptey case), the amount
of debt discharge would be excluded from gross income up to the
amount by which the taxpayer is insolvent,’ and that the excluded
amount would be applied to reduce tax attributes in the same manner
as if the discharge had occurred in a bankruptcy case. Any balance of
the debt discharged which would not be excluded from gross income

**The bill defines “insolvent” as the excess of llabilities over.the fair market
value of asseis, determined with respect to the taxpayer's assets and liabilities
immediately before the debt discharge. The bill provides that except pursuant
to section 108(a) (1) (B) of the Code (as would be added by the bill), there is to
be no insolvency exception from the general rule that gross income includes in-
come from discharge of indebtedness. ’ ’ '

62-647 0 - 80 - 3
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(because it exceeds the insolvency amount) would be treated in the
same manner as debt cancellation in the case of a wholly solvent
taxpayer.

Debt discharge outside bankruptcy—solvent debtors

In the case of a solvent taxpayer outside bankruptey, the bill would
modify the present rule (secs. 108 and 1017 of the C%de) permitting
an election to reduce the basis of assets in lieu of reporting income
from discharge of indebtedness. Under this modification, only the
basis of depreciable property held by the taxpayer could be reduced.*s

An election to reduce basis in depreciable property would be made
on the taxpayer’s return for the year in which the discharge occurs, or
at such other time as permitted by Treasury regulations. Once made,
an election could be revoked by the taxpayer only with the consent of
the Internal Revenue Service.

If a taxpayer makes an election to reduce basis in depreciable prop-
erty, the particular depreciable assets the bases of which are to be re-
duced (but not below zero) would be determined pursuant to Treasury
regulations. It would be anticipated that the order of reduction among
depreciable assets of the taxpayer would generally accord with present
Treasury regulations (Treas. Regs. §§ 1.1017-1 and 1.1017-2). The bill
provides that the basis reduction would take effect on the first day of
the taxable year following the year in which the discharge takes place.

To the extent a solvent taxpayer outside bankruptcy does not make
an election to reduce basis in depreciable property 1n lieu of reporting
income from debt discharge, or to the extent the debt discharge amount
exceeds the maximum reduction which can be made through an elec-
tion, the excess constitutes income from discharge of indebtedness
which, as under présent law, constitutes gross income for Federal
income tax purposes (sec. 61(a) (12) of the Code; Rev. Rul. 67-200,
1967-1C.B. 15). :

Recapture rule

To insure that ordinary income treatment eventually will be given
to the full amount of basis reduction, the bill provides that any gain
on a subsequent disposition of reduced-basis property would be sub-
ject to “recapture” under section 1245 of the Code or, in the case of
realty, under section 1250. The computation of the amount of straight-
line depreciation (under sec. 1250(b)) would be determined as if
there had been no reduction of basis under section 1017.

Certain reductions as purchase price adjustments
The bill provides that if the seller of specific property reduces the
debt of the purchaser which arose out of the purchase, and the reduc-
tion to the purchaser does not occur in a bankruptcy case or when the

¥ The exclusion from gross inecome under section 108(a) of the Code (as would
be amended by the bill) would apply, in the ease of a discharge which does not
oceur in a title 11 ease and which does not oecur when the taxpayer is insolvent,
where the indebtedness discharged is “qualified business indebtedness.” The
latter term means indebtedness of the taxpayer if both (1) the indebtedness
was incurred or assumed by a corporation, or by an individual in connection
with property used in his trade or business, and also (2) the taxpayer makes an
election to reduce the basis of depreciable assets. -

For this purpose, the term “depreciable property” would be defined the samé
way as in the case of the election by a bankrupt or insolvent taxpayer to reduce
the basis of depreciable property (see note 14, supra).
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purchaser is insolvent, then the reduction to the purchaser of the
purchase-money debt would be treated (for both the seller and the
buyer) as a purchase price adjustment on that property. This rule
would apply only if but for this provision the amount of the reduction
would be treated as income from discharge of indebtedness.

This provision would be intended to eliminate disagreements between
the Internal Revenue Service and the debtor as to whether in a particu-
lar case to which the provision applies the debt reduction should be
treated as discharge income or a true price adjustment, If the debt has
been transferred by the seller to a third party (whether or not related
to the seller), or if the property has#een transferred by the buyer to a
third party (whether or not related to the buyer), this provision would
not apply to determine whether a reduction in the amount of purchase-
money debt should be treated as discharge income or a true price adjust-
ment ; nor would it apply where the debt is reduced because of factors
not involving direct agreements between the buyer and the seller, such
as the running of the statute of limitations on enforcement of the
obligation. -

Equity-for-debt rules , S
The bill would provide rules relating to corporate indebtedness in
order to better coordinate the treatment of discharged debt at the
cor]iorate level with treatment at the creditor level. These rules would
apply whether the debtor is solvent or insolvent, and whether or not
the debtor is in a bankruptcy case. :

Securities

Under the bill, if a corporate debtor issues stock to its creditor for
the principal amount of an outstanding security (such as a bond),
there would be no debt discharge amount, and no attribute reduction
would be required. Thus, no tax consequences at the corporate level
would occur with respect to a transfer which is treated generally as
a nonrecognition of gain or loss transaction for the creditor.

For purposes of this rule, the term “security” would mean an. evi-
dence of indebtedness which was issued by a corporate debtor with
interest coupons or in registered form (within the meaning of sec.
165(g) (2) (C) of the Code) and which constitutes a security for
purposes of section 354 of the Code.'” Thus, the term “security” would
be intended to mean those instruments with repect to which generally
no reduction for partially worthless debts could have been allowed
under section 166 (a) (2) of the Code and with respect to which no
loss could be recognized in an exchange under a plan of reorganization
by reason of sections 354 or 356 of the Code.*® '

¥ The bill provides that the stock-for-security exception would apply only if
the debt for which the stock is issued constituted a “security” either on Octo-
ber 1, 1979, or if incurred after that date, then at all times after the debt was
Incurred. Accordingly, the exception in section 108(f) (1) (C) would not apply
if non-security debt held by a creditor is transformed (after October 1, 1978)
into security debt either directly (through an exchange of the non-security debt
for debt in registered form, for example) or indirectly (through a “repayment”
that is, as a practical matter, conditioned on reinstitution of the debt in the
form of a security). :

3 However, if the creditor holding the security is a bank, the “securities rule”
applies under the bill (i.e., there would be no tax consequences to the debtor)
even though, unlike other taxpayers, banks are permitted under present law
(sec. 15%2( a) of the Code) to claim a bad debt deduction for a partially worthless
security.
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The “securities rule” of the bill would not be intended to apply if
only a de minimis amount of stock is issued for an outstanding security.
Thus, the value of the stock received could not be very small when com-
pared to the total amount of the creditor’s claim, so that the debt for-
giveness rules would not be circumvented by the issuance of token
shares to a creditor with no real equity interest in the corporation.

If both stock and other property were issued for a debt evidenced
by a security, the stock would be treated as issued for a proportion of
the debt equal to its proportion of the value of the total consideration.
For example, if $30 cash and $20 worth of stock are issued to cancel a
$100 bond, the cash would be trewted as satisfying $60 of the debt
(resulting in a debt discharge amount of $30 to which the rules of
the bill apply), and the stock would be treated as issued for the
other $40 of the debt (with no income resulting or attribute reduc-
tion required).

Debts other than securities

If a corporate debtor issues stock for other debts (such as debts
held by trade creditors or by a lender holding a short-term note),
the corporation would be treated as having satisfied the debt with
an amount of money equal to the stock’s fair market value. To the
extent the stock’s value is less than the principal amount of the debt
discharged, the discharge of indebtedness rules summarized above
would apply.2

This treatment would be consistent with the usual recognition treat-
ment for the creditors (e.g., a bad debt deduction is allowed for trade
creditors) and reflects the fact that tax attributes generally arise as a
result of incurring debt obligations or expending loan proceeds.

If a value is placed on the stock either (1) by »tie bankruptey court
in a proceeding in which the Internal Revenue Service had the right
to intervene on the valuation issue (including notice of the court hear-
ing on the valuation issue) or (2) in a bankruptey or similar proceed-
Ing or in an out-of-court agreement in which the debtor and creditor
had adverse interests in the tax consequences of the valuation, the
Revenue Service as well as the debtor and creditor would be bound by
the valuation for purposes of tax calculations, including the debt dis-
charge rules of the bill and the creditor’s bad debt deduction.

Capital contributions

The bill also provides that the discharge of indebtedness rules
would apply to the extent that the amount of debt transferred to a

¥ For example, assume a corporate debtor borrows $1,000 on a short-term note
and later issues $600 worth of stock in cancellation of the note. Under present
law, the creditor recognizes a $400 loss, but the corporate debtor. neither recog-
nizes income nor must reduce tax attributes. Under the bill, the creditor would
recognize a $400 loss (as under present law) and the corporation- must account
for a debt discharge amount of $400.

If the corporation is insolvent or in bankruptey, it must apply the $400 debt
discharge amount to reduce tax attributes pursuant to the rules discussed in the
text above. If the debtor is a solvent corporation outside bankruptey, it could élect

to reduce basis of depreciable assets by $400 in lieu of recognizing $400 of income
in the year of discharge. .
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corporation as a contribution to capital exceeds the shareholder’s basis
in the debt.* Thus, the discharge of indebtedness rules would apply
when a cash-basis taxpayer contributes to the capital of an accrual-
basis corporation a debt representing an accrued expense previously
deducted by the corporation.?*

Application of rules - A : -
For purposes of the equity-for-debt rules, the bill provides that the
term “debtor corporation” would include a successor corporation, and

that the stock of a corporation in control of the debtor corporation
would be treated as stock of the debtor.2

Partnership debt

Similar rules would apply in the case of discharge of partnership in-
debtedness if an equity interest in the partnership is exchanged for a

partnership debt, or if partnership debt is contributed by a partner asa
contribution to capital.

Other rules concerning debt discharge

No disposition on basis reduction.—If the basis of qualified invest-
ment credit property would be reduced by a debt discharge amount
under the rules of the bill, no investment credit recapture tax would
be incurred, because the rednction would not be considered a disposi-
tion. This rule would overturn the position taken by the Internal
Revenue Service in Rev. Rul. 74184, supra, in the case of a solvent
debtor making an election under sections 108 and 1017 of the Code (as

“ For example, assume a corporation accrues and deducts (but does not actu-
ally pay) a $1,000 liability to a shareholder-employee as salary, and the cash-
basis employee does not include the $1,000 in income. In a later year, the share-
holder-employee forgives the debt. B

Under the bill, the corporation must account for a debt discharge amount of
$1,000. If the corporation is insolvent or in bankruptey, it must apply the $1,000
debt discharge amount to reduce tax attributes pursuant to the rules discussed
in the text above. If the debtor is a solvent corporation outside bankruptcy,
it could elect to reduce basis of depreciable assets by $1,000 in lieu of recognizing
$1,000 of income in the year of discharge. )

On the other hand, if the shareholder-employee were on the accrual basis, had
included the salary in income, and his or her basis in the debt was still $1,000 at
the time of the contribution, there would be no debt discharge amount, and no
attribute reduction would be required.

% This contribution-to-capital rule would reverse the result reached in Putome
Corp. v. Comm’r, 68 T.C. 652 (1376), aff'd, 601 F.2d 734 (5th cir. 1979). More-
over, it would be intended that the result reached in Putoma.could not alterna-
tively be sustained on the ground that the shareholder has made a ‘gift” to the
corporation, since it would be intended that there will not be any gift exception .
in a commercial context (such as a shareholder-corporation relationship) to the
general rule that income is realized on discharge of indebtedness. .

#Thug the stock-for-debt rules of the bill would apply for an exchange by a
successor corporation (i.e., a corporation whose attributes carried over under sec-
tion 381 of the Code, as amended by tliis bill) of its stock for debt of its
predecessor, or an exchange by the debtor of the successor corporation’s stock
for the debt. Also, these rules would apply where stock of a corporation in control
of the ‘debtor corporation or. the successor corporation is transferred in the
exchange. ’ . .
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would be amended by the bill), and would preclude extension of that
position to bankrupt or insolvent debtors.?3

Indebtedness of taxpayer—The debt discharge rules of the bill
would apply with respect to discharge of any indebtedness for which
the taxpayer is liable or subject to which the taxpayer holds property.

Unamortized premium and discownt—The bill provides that the
amount taken into account with respect to any discharge of indebted-
ness would be properly adjusted for unamortized premium and un-
amortized discount with respect to the indebtedness discharged.

Debt acquired by related party.—The bill provides that, for purposes
of determining income of the debtor from discharge of indebtedness,
an outstanding debt acquired from an unrelated party by a party re-
lated to the debtor would be treated as having been acquired by the
debtor to the extent provided in regulations issued by the Treasury
Department. For purposes of this rule. a person would be treated
as related to the debtor if the person is (1) a member of a controlled
group of corporations (as defined for purposes of sec. 414(b) of the
Code) of whirh group the debtor is a member, (2) a trade or business
treated as under common control with respect to the debtor (within
the meaning of sec. 414(c¢) of the Code). (3) either a partner in a
partnership treated as controlled by the debtor or a controlled part-
nership with respect to the debtor (within the meaning of sec. 707
(b) (1) of the Code), or (4) a member of the debtor’s family or other
person bearine a relationship to the debtor specified in section 267 (b)
of the Code. The definition of “family” for this purnose would also
include a spouse of the debtor’s child or grandchild. This rule would
be intended to treat a debtor as having its debt discharged if a iparty
related to the debtor purchases the debt at a discount (for example,
where a parent corporation purchases at a discount debt issued by its
subsidiary).?s ‘

B No inference would be intended, by virtue of adoption of the no-disposition
rule of the hill as described in the text ahove. as to whether the position taken by
the Internal Revenue Service in Rev. Rul. 74-184, supra, represents a correct
interpretation of Federal income tax law prior to the effective date of the bill’s
no-disposition rule. . .

A purchase price adiustment (whether or not described in new sec. 108(e) (5)
of the Code, as would be added by this bill) would continue to constitute an
adjustment for purposes of the investment credit rules of the Code. .

3 This provision of the bi]l would not he intended to be a change from the rules of
current law as to adjustments for unamortized premium and discount. :

# 1t would be intended that the Treasury Department has authority to and
will issue regulations providing for the following income tax consequences on
repayment or capital contribution of debt which had been acauired by a related
party subject to the rule of the bill treating the debtor as having acquired the
debt.

If the debtor subsequently pays the debt to the related party and the related
party-recognizes gain on the payment transaction, a deduction enual to the amount
of such gain will he allowed to the debtor for the year in which such payment
occurs. For examble, assume a parent cornoration purchases for 300 on the open
market a $1.000 bond issued at par by its wholly owned subsidiary. Under the
bill. the debtor (the subsidiary) must account for a debt discharge amount of
$100 for its taxable year during which the debf was so acquired. In the following
year when the debt matures. assume the subsidiarv pays its parent the full
principal amount ($1,000). The Treasury regulations would provide that the
debtor will be allowed a $100 deduction in the year of such payment.

If a related partv transfers to a corporation as a contribution to capital debt
issued hy the corporation and the debtor corporation thereby has a debt dis-
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“Lost” deductions.—The bill provides that if the payment of a
liability would have given rise to a deduction, the discharge of that
liability would not give rise to income or require reduction of tax attri-
butes. For example, assume a cash-basis taxpayer owes $1,000 to its
cash-basis employee as salary and has not actually paid such amount.
If later the employee forgives the debt (whether or not as a contribu-
tion to capital, then the discharge would not give rise to income or
require any reduction of tax attributes.

Section 382 exception.—Because the bill would contain rules provid-
ing for attribute reduction in certain circumstances where a corpora-
tion’s indebtedness is discharged upon the issuance of stock, no further
reduction of -attributes would be required under sections 382 and 383
of the Code if stock is issued in exchange for a creditor’s claim against
the corporation (unless the claim were acquired for the -purpose of -
acquiring the stock) .2 The bill specifically provides that acquisition of
stock for debt in a bankruptcy or similar case would not be treated
as an acquisition by purchase In applying section 382(a) of the Code
and that the creditors of the debtor corporation would be treated as
shareholders in applying the continuity rules of section 882(b) to a
reorganization under section 368(a) (1) (G) of the Code (as added
by this bill).

It is expected that the Treasury regulations defining a consolidated
return change of ownership would be amended to conform with the
amendment made by this bill to section 882 of the Code.

Taz benefit rule—The bill would clarify present law by providing .
that in applying the tax benefit rule of section 111 of the Code in order
to determine if the recovery of an item is taxable, a deduction would be
treated as having produced a reduction in tax if the deduction in-
creased a carryover that had not expired at the end of the taxable
year in which the recovery occurs. Thus, if an accrual-basis taxpayer
incurs a deductible obligation to pay rent in 1980, and that obligation
is forgiven in 1981, the rent deduction would be treated as having
produced a reduction in tax even if it had entered into the calculation
of a net operating loss that had not expired at the end of 1981 but had
not been used as of that time.

Paitnerships

The bill would provide that the rules of exclusion from gmss in-
come and reduction of tax attributes in section 108 of the Code (as
amended by the bill) are to be applied at the partner level and not at

charge amount pursuant to the rules of the bill, a deduction equal to the debt
discharge amount will be allowed to the debtor for the year in which the capital
contribution is made. For example, assume a parent corporation purchases for
$900 on the open market a $1,000 bond issued at par by its wholly owned sub-
sidiary. Under the bill, the debtor (the subsidiary) must account for a debt dis-
charge amount of $100 for its taxable year during which the debt was so acquired.
In the following year, assume the parent transfers the debt to its subsidiary‘as
a contribution to capital (i.e., forgives the debt). The Treasury regulations would
provide that the amount treated as a debt discharge amount under the capital
contribution rules of the bill ($100 in the example given) will be reduced by the
debt discharge amount previously taken into account by the subsidiary ($100).

” For example, any claim purchased after it had become evident that the claim
would have to be satisfied primarily with stock could be considered to have been
acquired for the purpose of acquiring the stock.
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the partnership level.?” Accordingly, income from discharge of a part-
nership debt would not be excludable at the partnership level under
amended section 108. Instead, such income would be treated as an item
of income which is allocated separately to each partner pursuant to
section 702 (a) of the Code.

This allocation of an amount of debt discharge income to a partner
results in that partner’s basis in the partnership being increased by
such amount (sec. 705). At the same time, the reduction in the part-
ner’s share of partnership liabilities caused by the debt discharge
results in a deemed distribution (under sec. 752), in turn resulting
In a reduction (under sec. 733) of the partner’s basis in the partner-
ship. The section 733 basis reduction, which offsets the section 705
basis increase, would be separate from any basis reduction pursuant to
the attribute-reduction rules of the bill,

The tax treatment of the amount of discharged partnership debt
which is allocated as an income item to a particular partner would
depend on whether that partner is in a bankruptey case, is insolvent
(but not in a bankruptey case), or is solvent (and not in a bankruptecy
case). For example, if the particular partner were bankrupt or in-
solvent, the debt discharge amount would be excluded from gross
income pursuant to amended section 108 and would be applied to
reduce the partner’s net operating losses and other tax attributes,
unless the partner elects to apply the amount first to reduce basis in
depreciable assets. If the particular partner were solvent (and not
in a bankruptcy case), the amount allocated to that partner would
bé included in that partner’s gross income except to the extent the
partner elects to reduce basis of depreciable assets.

The bill would provide that, in connection with these attribute-
reduction rules, a partner’s interest in a partnership is to be-treated
as depreciable property to the extent of such partner’s proportionate
interest in the depreciable property held by the partnership. The
bill also would provide that if a partner reduces his basis in the part- -
nership under section 1017 of the Clode by reason of the debt dis-
charge rules of the bill, the partnership must make a corresponding
reduction in the basis of the partnership property with respect to
such partner (in a manner similar to that which would be required if
the partnership had made an election under section 754 to adjust basis
inthe case.of a transfer of a-partnership interest).?®

#he effect of these provisions of the bill would be to overturn the decision
in Stackhouse v. U.8., 441 F.2d 465 (5th Cir. 1971).

* For example, assume that a partnecship is the debtor in a bankruptey case
which began March 1. 1981, and that in the bankruptey case a partnership lia-
bility in the amount of $30,000 is discharged. The partnership has three partners.
The three partners have equal distributive shares of partnership income and
loss items under section 702(a) of the Code. Partner A is the debtor in a bank-
ruptey case; partner B is insolvent (by more than $10,000), but is not a debtor
in a bankruptcy case; and partner C is solvent, and is not a debtor in a bank-
ruptcey case.

Under section 705 of the Code, each partner’s basis in the partnership is
increased by $10,000, i.e., his distributive share of the income of the partner-
ship. (The $30,000 debt discharge amount constitutes income of the partnership
for this purpose, inasmuch as the income exclusion rules of amended sec. 108
would not apply at the partnership level.) However, also by virtue of present
law, each partner’s basis in the partnership is decreased by the same amount
secs. 752 and 758 of the Code). Thus, there is no net change in each partner's
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Technical amendments

The bill would amend section 703(b) of the Code, relating to elec-
tions of a partnership, to provide that any election under sections
108(b) (5) or 108(d) (4) of the Code (as would be amended by the
bill) with respect to income from discharge of indebtedness is to be-
made by each partner separately and not by the partnership. Section
118(¢c) of the 8ode, relating to cross references, would be amended to
add a reference to the rules of the bill on capital contributions of
indebtedness. Section 1082(b) of the Code, relating to basis, would
Igel amended to add a.cross reference to the stock-for-debt rules of the

ill, :

Effective date

The amendments to the Internal Revenue Code made by section 2
of the bill would apply to transactions in a bankruptcy case if the case
commenced on or after Qctober 1, 1979; to transactions in a receiver-
ship, foreclosure, or similar proceeding if the proceeding com-
menced on or after October 1, 1979; and to other transactions which
occur after December 31, 1980 (except that the provisions of section
2 would not apply to any transactions in proceedings under the Bank-
ruptcy Act or in a receivership, foreclosure, or similar proceeding
which proceeding began before October 1, 1979, even if such trans-
action occurs after December 81,1980).

Lasis in the partnership resulting from discharge of the partnership indebted-
ness except by operation at the partner level of the rules of sections 108 and 1017
of the Code (as would be amended by the bill). -

In the case of bankrupt partner A, the $10,000 debt discharge amount must be
applied to reduce net operating losses and other tax attributes as would be spec-
ified in the bill, unless A elects first to reduce the basis of depreciable assets.
The same tax treatment would apply in the case of insolvent partner B. In the
case of solvent partner C, such partner could elect to reduce basis in depreciable
assets in lieu of recognizing $10,000 of income from discharge of indebtedness.

If A, B, or C elects to reduce basis in depreciable assets, such partner could
be permitted, under the Treasury regulations, to reduce his basis in his partner-
ship interest (to the extent of his share of partnership depreciable property),
because the bill would treat that interest as depreciable property. If a partner
does so.reduce basis in his interest in the partnership, the bill also would re-
quire that the partnership must make a corresponding reduction in the. basis of
the partnership property with respect to such partner (in a manner similar to
that which would be required if the partnership had made an election under
section 754 to adjust basis in the case of a transfer of a partnership interést)

§2-647 0 - 80 - 4



B. Rules Relating to Title 11 Cases for Individuals (sec. 3 of the
IC)ﬂ}l; )new secs. 1398 and 1399 and secs. 6012 and 6103 of the
ode

Effect of bankruptcy law

Under bankruptey law, the commencement of a liquidation or re-
organization case involving an individual debtor creates an “estate”
which consists of property formerly belonging to the debtor. The
bankruptcy estate generally is administered by a trustee for the bene-
fit of creditors, and it may derive its cwn income and incur expendi-
tures. At the same time, the individual is given a “fresh start”—that
is, wages earned by the individual after commencement of the case
and a ter~ac<ﬂuired property do not become part-of the bankruptcy
estate, but belong to the individual, and certain property may be set
aside as exempt.

Explanation of provisions

1. Debtor and bankrupicy estate as separate entities
Present law

For Federal income tax purposes, the estate created on commence-
ment of a bankruptcy proceeding with respect to an individual débtor
is treated as a new taxable entity, separate from the individual (Rev.
Rul. 72-387,1972-2 C.B. 632). Accordingly, the trustee must file a tax
return (Form 1041) for the bankruptcy estate if the gross income of
the estate, for the period beginning with filing of the petition or for
any subsequent taxable year, is $600 or more. : .

The taxable year of the individual debtor is not terminated on com-
mencement of the bankruptcy proceeding. On the individual’s return
(Form 1040 or 1040A) for the year in which the bankruptcy proceed-
ing commenced, the individua,lyreports all income earned by him or
her during the entire year (including income earned by the individual
before commencement of the proceeding, even though any assets de-
rived from such income pass to the bankruptey estate), but does not
report any income earned by the bankruptey estate.

General provisions of bill .

The bill, like present law, would treat the bankruptcy estate of an
individual as a separate taxable entity for Federal income tax pur-
poses. The separate entity rules under the bill (new Code sec. 1398) *
would apply if a bankruptey case involving an individual debtor is
brought under chapter 7 (liguidation) or chapter 11 (reorganization)
of title 11 of the U.S. C'ode, as amended by P.L. 95-598. No separate
taxable entity would be created on commencement of a case under

!In this pamphlet, provisions of the Internal Revenue Code which would be
added by section 3 of the bill are cited as “new Code sec. —".

(22)
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chapter 13 of new 11 U.S. Code (adjustment of debts of an individual
with regular income) .
Exception

If a bankruptey case involving an individual is commenced but
subsequently dismissed by the bankruptcy court, the estate would
not be treated as a separate entity (new Code sec. 1398(b) (1)). In
this situation, where the bankruptcy case does not run to completion,
it would be appropriate to treat tho debtor’s tax status as if no pro-
ceeding had been brought.®

Partnerships, corporations

The bill provides that no taxable entity would result from -com-.
mencement of a bankruptcy case involving a partnership or corpora-
tion. This rule (new Code sec. 1399) would reverse current Internal
Revenue Service practice as to partnerships, under which the estate of
a partnership in bankruptcy is treated as a taxable entity (Rev. Rul.
68-48, 1968-1 C.B. 301), but would be the same as present-law with
respect to commencement of a bankruptcy case involving a corpora-
tion (Treas. Reg. § 1.641(b)<2(b)).

Accordingly, the bankruptey trustee of a partnership in a bank-
ruptcy ¢ase would be reéquired to file annual information returns (under
section 6031 of the Code) for the partnership. Also, the bankruptcy
trustee of a corporation in a bankruptcy case, as under present law,
would be required to file annual income tax returns and pay corporate
income tax for the corporation (sec. 6012 (b)(3) of the Code; Rev.
Rul. 79-120, 1979-1 C.B. 382). '

2. Deblor’s election to close taxable year

In general
The bill would give an individual debtor an election to close his or
her taxable year as of the da,(y before the date on which the bank-
ruptcy case commences (the “commencement date”). If the election
were made, the debtor’s taxable year which otherwise would include
the commencement date would be divided into two “short” taxable
years of less than 12 months. The first such year would end on the day

? The rationale for generally treating the individual debtor and the bankruptey
estate as separate entities is that the individual may obtain new assets or earn
wages after transfer of the pre-bankruptey property to the trustee and thus
derive income independent of that derived by the trustee from the transferred
assets. In a chapter 13 case, however, both future earnings of the debtor
and exempt property may be used to make payments to creditors, and hence
the bankruptcy law does not create the same dichotomy between after-acquired
assets of the individual debtor and assets of the bankruptcy estate as in chapter 7
or chapter 11 cases. .

For purposes of the separate entity rules under new Code section 1398, a part-
nership would not be treated as an individual. The interest in a partnership of a
debtor who is an individual would be taken into account under new Code sec-
tion 1398 'in the same manner as any other interest of the debtor (new Code
sec. 1898(b) (2)). L

SIf the estate is not treated as a separate entity because the bankruptcy case
was dismissed, the debtor would include on his or her return(s), for the year(s)
the estate was in existence, any gross income, deductions, or.credits which
otherwise would be tax items of the estate. The estate, although temporarily
in existence under bankruptcy law prior to dismissal of the case, would not
constitute a taxable entity for Federal income tax purposes.
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before the commencement date ; the second such year would begin on
the commencement date (new Code sec. 1898(d) (8) (A)). If the elec-
tion were not made, the commencement of the bankruptcy case would
Iz(()lt) zz.g’;agt the taxable year of an individual debtor (new Code sec. 1398
. As a result of the debtor’s making the election, his or her Federal
mcome tax liability for the first short taxable year would become
(under bankruptcy law) an allowable claim against the bankruptcy
estate as a claim arising before bankruptcy. Accordingly, any tax lia-
bility for that year would be collectible from the estate, dependixig on
the availability of estate assets to pay debts of that priority. Inas-
much as any such tax liability for an electing debtor’s first short tax-
able year would not be dischargeable, the individual debtor would
remain liable for any amount not collected out of the bankruptcy
estate (new 11 U.S. Code sec. 523 (a) (1? ). If the debtor does not make
the election, no part of the debtor’s tax liability from the year in which
the bankruptcy case commences would be collectible from the estate,
but would be collectible directly from the individual debtor. .

If the election were made, the debtor would be required to annualize
his or her taxable income for each short taxable year in the same man-
ner as if a change of annual accounting period had been made¢ (new
Code sec. 1398(d) (8) (F')). ’

Awvailability of election

The election provided under the bill would be available in cases to
which new section 1898 of the Code applies. Accordingly, the election
would be available to an individual debtor in a bankruptcy case under
chapter 7 (liquidation) or chapter 11 (reorganization) of title 11 of
the U.S. Code, as amended by Public Law 95-598, except where such
case is commenced but subsequently dismissed by the bankruptcy
court. Also, the bill provides that the election would not be available
to a debtor who has no assets other than property which he or she may
treat as exempt property under new 11 U.S. Code section 522 (new
Code sec. 1398 (d) (3) (C)). In the latter instance, since there would
be no assets in the bankruptcy estate out of which the debtor’s tax -
liability for the period prior to the commencement date could be col-
lected, there is no reason to authorize termination of the taxable year.

Due date, manner of election

The election must be made on or before the 15th day of the fourth
month following the commencement date—i.e., by the date on which
a return would be due for the first short taxable year if the election
were made, determined without regard to any extension for filing such
return. For example, if the bankruptcy case commences on March 10,
the.election must be made by July 15 of that year. The election would
be made in such manner as preseribed by Treasury regulations, but’
the election would not be conditioned on approval of the Internal Re--
venue Service, as under section 442 of the Code. The election, once
made, would be irrevocable (new Code sec. 1898(d) (8) (D)).

Spousal election .

If the debtor making the election was married on the date the bank-
ruptey case involving him or her commenced, the debtor’s spouse could
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join in the election to close the taxable year, but only if the debtor and
the spouse file a-joint return for the first short taxable year (new Code
sec. 1398(d) (3) (B)). The filing of a joint return for the first short
taxable year would not require the debtor and the spouse to file a joint
return for the second short taxable year.

If during the same year a bankruptcy case involving the debtor’s
spouse were commenced, the spouse could elect to terminate his or
her then taxable year as of the day before the commencement date,
whether or not the spouse previously had joined in the debtor’s elec-
tion. If the spouse previously had joined in the debtor’s election, or
if the debtor had not made an election, the debtor could join in the
spouse’s election. But if the debtor had made an election and the spouse
had not joined in the debtor’s election, the debtor eould not join in the
spouse’s election, inasmuch as the debtor and the spouse, having dif-
ferent taxable years, could not file a joint return for a year ending
with the spouse’s commencement date (sec. 6013 of the Code).

Lllustrative example

The rules relating to spousal elections under the bill would be illus- -
trated by the following example.

Assume that husband and wife are calendar-year taxpayers, that a
bankruptcy case involving only the husband commences on March 1,
1982, and that a bankruptey case involving only the wife commences
on October 1, 1982. :

11 the husband does not make an election, his taxable year would not
be affected; i.e., it does not terminate on February 28. If the husband
does make an election, his first short taxable year would be January 1
through February 28; his:second  short taxable year would begin
March 1. The wife could join in the husband’s election, but only if
they file a joint return for the taxable year January 1 through
February 28. :

The wife could elect to terminate her then taxable year on Sep- .
tember 30. If the husband had not made an election, or if the wife
had not joined in the husband’s election, she would have (if she made
the election) two taxable years in 1982—the first from January 1
through September 30, and the second from October 1 through Decem-
ber 31. If the husband had not made an election to terminate his tax-
able year on February 28, the husband could join in an election by his
wife, but only if they file 4 joint return for the taxable year January 1
through September 30. If the husband had made an election but the
wife had not joined in the husband’s election, the husband could not
join in an election by the wife to.terminate her taxable year on Sep-
tember 80, since they could not file a-joint return for such year..

If the husband had made the election and the wife had joined
in it, she would have two additional taxable years with respect to
her 1982 income and deductions (if she makes the election relating
to her own bankruptcy case)—the second short taxable year would
be March 1 through September 30, and the third short taxable year
would be October 1 through December 81. The husband could join
in the wife’s election if they file a joint return for the second short
taxable year. If the husband does so join in the wife’s election, they
could file joint returns for the short taxable year ending December
31, but would not be required to do so.
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3. Computation of bankruptcy estate’s tax liability
G'ross income, deductions, credits

Under the bill, the gross income of the bankruptcy estate of an
individual would consist of (1) any gross income of the individual
debtor realized after the commencement of the case which under bank-
ruptcy law (new 11 U.S. Code) constitutes property of the bankruptcy
estate, and (2) the gross income of the estate beginning on and after
the date the case commenced (new Code sec. 1398(e) (1) ). The deduc-
tions and credits of the bankruptcy estate would consist of (1) any
item of deduction or credit of the debtor that is properly associated
with gross income of the debtor which would be treated (under new
Code sec. 1398(e) (1)) as gross income of the estate and (2) the de-
ductions and credits of the estate (new Code sec. 1398(e) (3) ).

Taxable year

The first taxable year of the estate would end on the same day as the-
taxable year of the debtor which includes the commencement date
(new Code sec.1398(d) (1)). '

Attribute carryover

The estate would succeed to the following inccme tax attributes of
the debtor (determined as of the first day of the debtor’s taxable year
in which the case commences) : ‘

(a; net operating loss carryovers;
(b) capital loss carryovers;
g ¢) credit carryovers; .

d) charitable contribution carryovers;

e) recovery exclusions (under sec. 111 of the Code) ;

/) the debtor’s-basis in and holding period for, and the char-
acter in the debtor’s hands of, any asset acquired (other than by
sale or exchange) from the debtor;

§ %) the debtor’s method of accounting ; and

) other tax attributes, to the extent provided by Treasury
regulations (new Code sec. 1398(g) ). For example, the regulations
could allow the estate the benefit of section 1341 of the Code if
the estate repays income which the debtor received under claim
of right.

Character of empenditures

Under present law, it is not clear whether certain expenses or debts
paid by the trustee are deductible if the trustee doss not actually op-
erate the debtor’s trade or business (and if such expenses are not in-
curred in a new trade or business of the estate.) To alleviate this prob-
lem, the bill would provide that an amount paid or incurred by the
bankruptcy estate is deductible or creditable by the estate to the same
extent as that item would be deductible or creditable by the debtor had
the debtor remained in the same trades, businesses, or activities after
the case commenced as before and had the debtor paid or incurred such
amount. The same test would be applied to determine whether amounts
paid by the estate constitute wages for purposes of Federal employment
taxes (new Code sec. 1398(e) (4)).

Administrative empenses

Under present law, it is unclear in certain circumstances whether
administrative and related expenses of the bankruptcy estate are de-
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ductible by the estate (see Rev. Rul. 6848, 1968-1 C.B. 301). The bill
would provide (new Code sec. 1898 (h) (1) ) that the estate could deduct
(a) any administrative eernse allowed under new 11 U.S. Code sec.
503 and (b) any fee or charge assessed against the estate under 28
U.S. Code, ch. 123 (court fees and costs). Such deductions would be
available whether or not considered trade or business expenses or in-
vestment expenses, but would be subject to disallowance under other
provisions of the Internal Revenue Code, such as sections 263 (capital
expenditures), 265 (expenses relating to tax-exempt interest), or 275
(certain taxes). :

Under present law, any deduction otherwise available for adminis-
trative or related expenses may be lost, since no carryover deduction
is permitted for expenses not incurred in a trade or business. The
trustee often cannot pay administrative expenses until the end of the
bankruptcy proceeding ; unless considered trade or, business expenses,
the unused amount cannot be carried back and deducted against income
of the bankruptcy estate received in earlier years. ,

To alleviate this problem, the bill would provide that any amount of
the new deduction for administrative, etc. expenses not used in the
current year could be carried back by the estate three years (but only
to a taxable year of the estate) and forward seven years (new Code sec.
1398(h) (2) ). These carryovers would be “stacked” after the net oper-
ating loss deductions (allowed by sec. 172 of the Code) for the particu-
lar year. An administrative, etc. expense which would. be deductible
solely under new Code sec. 1398(h) (1), or a carryover deduction for
such expense, would be allowable only to the estate (new Code sec.
1398(h) (2) (D)).

Carryback of estate’s net operating losses ,

If the bankruptcy estate itself incurs a net operating loss (apart
from losses passing to the estate from the individual debtor), the bill
provides that the bankruptey estate could carry back its net operating
losses not only to previous taxable years of the estate, but also to tax-
able years of the individual prior to the year in which the case com-
menced (new Code sec. 1398(j) (2)). Similarly, the bill would allow
the bankruptey estate to carry back excess credits, such as the invest-
an%x;t(;) tax credit, to pre-bankruptcy taxable years of the individual
lebtor. :

Taz rate schedule, ete.

. Except as otherwise provided in new Code section 1398, the taxable
income of the bankruptey estate would be computed in the same manner
as in the case of an individual. The. estate would be allowed a deduc-
tion of $1,000 under section 151 of the Code as its personal exemption.
Under the bill, the zero bracket amount for the estate and the tax rate
schedule applicable to the estate would be the same as for married
individuals filing separate returns (new Code sec. 1398(c) ). The estate
would not be eligible for income averaging,

Returns of estate - :

Under the bill, the trustee would be required to file a Federal income
tax return on behalf of the bankruptcy estate for any year in which
the estate’s gross income is $2,700 or more ‘(sec. 3(b) of the bill and
new sec. 6012(a) (9) of the Code), and to pay the estate’s tax liability
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due for that year (new Code sec. 1898(c) (1) ). No return need be filed
;nd‘? no income tax would be due if gross income for the year is less than
2,700,

Change of accounting period :

The estate would be permitted to change its annual accounting period
(taxable year) one time without obtaining approval of the Internal
Revenue Service as otherwise required under section 442 of the Code
(new Code sec. 1398(j) (1)). This rule would permit the trustee to
effect an early closing of the estate’s taxable year prior to the expected ,
termination of the estate, and then to submit a return for such “short

year” for an expedited determination of tax liability pursuant’to new
11U.S. Code sec. 505. ‘

Disclosure of returns

The bill would provide that the estate’s Federal income tax return
would be open (upon written request) to inspection by or disclosure
to the individual debtor (sec. 3(c) of the bill and amended sec. 6103 (e)
of the Code). Such disclosure would be necessary so that the debtor
could properly determine any amount of tax attributes to which the
debtor would succeed on termination of the bankruptey estate.

No-disposition rule .

Under the bill, a transfer (other than by sale or exchange) of an
asset from the bankruptcy estate to the individual debtor on ter-
mination of the estate would not be treated as a transfer giving rise
to recognition of gain or loss, recapture of deductions or credits, ar
acceleration of income or deductions (new Code sec. 1398(f) (2)).

4. Computation of individual’s tax liability

G'ross income, deductions, credits

If any item of gross income of the debtor realized after commence-
ment of the bankruptcy case would be treated under new Code sec-
tion 1898(e) (1) as gross income of the bankruptcy estate (because
under bankruptey law such income constitutes property of the estate),
that item would not be included by the debtor as gross income on his
or her return or a joint return with the debtor’s spouse (new Code
sec. 1398(e) (2)). . .

This provision of the bill, treating such income items as gross in-
come of the estate rather than of the individual, would be intended
to override otherwise applicable “assignment of income” principles
of tax law. For example, if the estate were entitled under bankruptcy
law to a salary payment earned by the debtor before the case com-
mences but paid after that date, the amount of the payment would
be included in the estate’s gross income and is not to be included in
the debtor’s gross income.

If any item of deduction or credit of the debtor would be treated
under new Code section 1398(e) (3) as a deduction or credit of t;he
bankruptcy estate (because such item is properly associated with
gross income of the debtor which would be treated as gross income
of the estate), that item would not be allowable to the debtor as a
deduction or credit on his or her return or a joint return with the
debtor’s spouse (new Code section 1398(e) (8)). This rule would in-
sure that no particular item of deduction or credit can be allowable
to both the de%tor and the estate.
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No-disposition rule ,

Under the bill, a transfer (other than by sale or exchange) of an
asset from the individual debtor to the bankruptcy estate would not
be treated as a transfer giving rise to recognition of gain or loss, re-
capture of deductions or credits, or acceleration of income or deduc-
tions (new Code sec. 1398(£) (1)). For example, such a transfer of
an installment obligation would not be treated as a disposition giving
rise to acceleration of gain under section 453 (d) of the Code.”

Carryback of net operating loss :

The bill would provide that an individual debtor cannot carry. back,
to a year that preceded the year in which the case was commenced,
any net operating loss or credit carryback from a taxable year ending
after commencement of the bankruptcy case (new Code sec. 1398(j)
(2) (B)). As noted above, the bill would permit the bankruptcy estate
to carry back its net operating loss deduction to offset the pre-bank-
ruptey income of the individual debtor. -

Attribute carryover ,
. On termination of the bankruptcy estate, the debtor would succead
to the following tax attributes of the estate : '
(a) net operating loss carryovers;
() capital loss carryovers;
(¢) credit carryovers;
éd ) charitable contribution carryovers; : o
¢) recovery exclusions (under sec. 111 of the Code) ; '
(f) the estate’s basis in and holding period for, and the charac-
ter in the estate’s hands of, any asset acquired (other than by
sale or exchange) from the estate 4; and :
(g) other tax attributes, to the extent provided by Treasury.
regulations (new Code sec. 1898 (1) ). .

Disclosure of returns

In a bankruptcy case to which new Code section 1398 would apply
(determined without regard to whether the case is dismissed), the
Federal income tax returns of the debtor for the taxable year in which
the bankruptcy case commenced and preceding years would be open
(upon written request) to inspection by or disclosure to the trustee
of the bankruptey estate. (This disclosure would be necessary so that
the trustee properly may determine attribute carryovers to the estate
and may carry back deductions to preceding years of the debtor.) In
an involuntary case, however, no such disclosure to the trustee could
be made prior to the time the bankruptcy court has entered an order
for relief unless that court finds that such disclosure is appropriate for

“In a bankruptey case to which new Code sec. 1398 would apply, any attribute
reduction under section 2 of the bill would apply to tax attributes of the bank-
ruptey estate (except for purposes of applying the basis-reduction rulés of sec-
tion 1017 to property transferred by the estate to the individual) and not to
those attributes of the individual which arose after commencement of the case.
Also, the bill would provide that in & bankruptcy case involving an individual
debtor, no reduction in basis is to be made in the basis of property which the
debtor treats as exempt property under new 11 U.S. Code section 522. The tax
attributes to the estate, as so reduced, would carry over (to the extent unused
on telrgxgg(x;i;cion of the estate) to the individual debtor pursuant to new Code
sec. .
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purposes of determining whether an order for relief should be entered
(sec. 8(¢) of the bill and amended sec. 6103 (e) of the Code).

Also under the bill, prior year returns of the debtor in a bankruptcy
case, or of a person whose property is in the hands of a receiver, would'
be open (upon written request) to inspection by or disclosure to the
trustee or receiver, but only if the Internal Revenue Service finds that
such trustee or receiver, in his fiduciary capacity, has a material in-
terest which would be affected by information contained in the return.

5. Technical amendment

Section 443(c) of the Code, relating to cross references, would be
amended by adding a cross reference to new Code section 1398 (d) (3)
(E), with respect to returns for a period of less than 12 months in the
case of a debtor’s election to terminate a taxable year.
6. Effective date

The amendments made by section 8 of the bill would apply to bank-

ruptcy cases commencing more than 90 days after the date of enact-
ment of the bill.



C. Corporate Reorganization Provisions (sec. 4 of the bill and
secs. 354, 355, 357, 368, and 381 of the Code)

Present law

Definition of reorganization

A transfer of all or part of a corporation’s assets, pursuant to a
court order in a proceefﬁng under chapter X of the Bankruptey Act
(or in a.receivership, foreclosure, or similar proceeding), to another
corporation organized or utilized to effectuate a court-approved plan
may qualify for tax-free reorganization treatment under special rules
relating to “insolvency reorganizations” (secs. 871-374 of the Internal
Revenue Code).

These special rules for insolvency reorganizations generally allow
less flexibility in structuring tax-free transactions than the rules ap-

licable to corporate reorganizations as defined in section 368 of the

ode. Also, the special rules for insolvency reorganizations do not per-
mit carryover of tax attributes to the transferee corporation, and
otherwise differ in important respects from the general reorganization
rules.* While some reorganizations under chapter X of the Bank-
ruptey Act may be able to qualify for nonrecognition treatment under
section 868, other chapter X reorganizations may be able to qualify
only under the special rules of sections 871-374 and not under the
general reorganization rules of section 868.

Triangular reorganizations

In the case of an insolvency reorganization which can qualify for
nonrecognition treatment only under the special rules of sections
871-374 of the Code, the stock or securities used to acquire the assets
of the corporation in bankruptcy must be the acquiring corporation’s
own stock or securities. This limitation generally precludes corpora--
tions in bankruptcy from engaging in so-called triangular reorgani-
zations, where the acquired corporation is acquired for stock of the
parent of the acquiring corporation. By contrast, tax-free triangular
reorganizations generally are permitted under the general rules of
section 368.

1 Under present law, it is not clear to what extent creditors of an insolvent cor-
poration who receive stock in exchange for their clalms may be considered to
have “stepped into the shoes” of former shareholders for purposes of satisfying
the nonstatutory “continuity of interest” rule, under which the owners of the
acquired corporation must continue to have a proprietary interest in the ac-
quiring corporation. Generally, the courts have found the “continuity of interest”
test satisfied if the creditors’ interests were transformed into proprietary inter-
ests prior to the reorganization (e.g., Helvering v. Alabama Asphaltic Limestone
Co., 316 U.S. 179 (1942) ; Treas. Reg. § 1.371-1(a) (4)). It is unclear whether
afirmative steps by the creditors are required or whether mere receipt of stock
is sufficient. (81) :
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Transfer to controlled subsidiary

In the case of an insolvency reorganization which can qualify for
nonrecognition treatment only under the special rules of sections
371-874 of the Code, it is not clear under present law whether and
to what extent the acquiring corporation may transfer assets re-
ceived into a controlled subsidiary. In the case of other corporate re-
organizations, the statute expressly defines the situations where trans-
fers to subsidiaries are permitted (sec. 368(a) (2) (C) of the-Code).

Carryover of tax attributes

In the case of an insolvency reorganization which can qualify for
nonrecognition treatment only under the special rules of sections
371-374 of the Code, court cases have held that attributes (such as
net operating losses) of the corporation in bankruptcy do not carry
over to the new corporation. In the case of other corporate reorganiza-
tions, however, specific statutory rules permit carryover of tax at-
tributes to the surviving corporation (sec. 381 of the Code).

“Principal amount” rule; “boot” test

In a corporate reorganization, generally the exchange of stock or
securities of one corporation for those of another corporation is not
tax-free to the extent the principal amount of the securities received
exceeds the principal amount of the securities surrendered, or to the
extent of the principal amount of the securities received if no securi-
ties are surrendered (secs. 354(a)(2)(B) and 856(d) (2) of the
Code). Also, “boot” (money or property other than stock and securi-
ties permitted to be received without recognition of gain) received in
a corporate reorganization is subject to the dividend-equivalence test
of section 356 of the Code. These rules do not apply under present

law to insolvency reorganizations qualifying only under sections 871—
374 of the Code. :

Treatment of accrued interest

Under present law, a claim for unpaid interest is treated as an in-
tegral part of the security to which it relates, so that the surrender of
the security together with the claim for unpaid interest is treated only
as the surrender of a security. Thus, the nonrecognition provisions ap-
ply to an exchange of a security with accrued but unpaid interest al-
though the unpaid interest would have been taxable as ordinary income
if paid separately.?

Explanation of provisions .

Section 4 of the bill generally would conform the tax rules govern-
ing insolvency reorganizations with the existing rules applicable to
other corporate reorganizations.

Definition of reorganization

In general

The bill would add a new category—“G” reorganizations—to the
general Code definition of tax-free reorganizations (sec. 368(a)(1)).

2 Qarman v. Comm'r, 189 F, 2d 363 (2nd Cir. 1951) ; Rev. Rul. 59-98, 1959-1
C.B. 76.
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The new category would include certain transfers of assets pursuant
to a court-approved reorganization plan in a bankruptcy case under
new title 11 of the U.S. Code, or in a receivership, foreclosure, or simi-
lar proceeding ® in a Federal or State court.*

The special tax rules (secs. 371-874) now applicable to insolvency
reorganizations would continue to apply- only to bankruptcy pro-
ceedings commenced prior to October 1, 19}7’ 9, except that the bill would
not terminate the applicability of the rules in sections 874(c) and
874(e) of the Code governing tax-free exchanges under the final sys-
tem plan for ConRail. -

In order to facilitate the rehabilitation of corporate debtors in bank-
ruptcy, etc., these provisions are designed to eliminate many re-
quirements which have effectively precluded financially troubled com-
panies from utilizing the generally applicable tax-free reorganization
provisions of present law. To achieve this purpose, the new “G” reor-
ganization provision would not require compliance with State merger
laws (as in category “A" reorganizations), would not require that the
financially distressed corporation receive solely stock of the acquiring
corporation in exchange for its assets (category “C"), and would not
require that the former shareholders of the financially distressed
corporation control the corporation which receives the. assets (cate-
gory “D”), .

The “G” reorganization provision added by the bill would require
the transfer of assets by a corporation in a bankruptey or similar case,
and the distribution (in pursnance of the court-approved reorganiza-
tion plan) of stock or securities of the acquiring corporation in a
transaction which qualifies under section 854, 855, or 856 of the Code.
This distribntion requirement is designed to assure that either sub-
stantially all of the assets of the financially troubled corporation, or
assets which consist of an active business under the tests of section
855, are transferred to the acquiring corporation.

“Substantially all” test

The “substantially all” test in the “G” reorganization provision is
to be interpreted in light of the underlying intent in adding the new
“G” category, namely, to facilitate the reorganization of companies
In bankruptcy -or similar cases for rehabilitative purposes. Accord-
ingly, it would be intended that facts and circumstances relevant to
this intent, such as the insolvent corporation’s need to pay off creditors
or to sell assets or divisions to raise cash, are to be taken into account-
in determining whether a transaction qualifies as a “G* reorganization.
For example, a transaction would not be precluded from satisfying
the “substantially all” test for purposes of the new “G” category
merely because, prior to a transfer to the acquiring corporation, pay-

® For this purvose, the definition of a receivershin, foreclosure, or similar pro-
ceeding would be the same as under present section 371 of the Code.

¢ Under the bhill, asset transfers in a receivership, foreclosure, or similar pro-
ceeding involving a financial institution (to which section 585 or 598 of the Code
applies) before a Federal or State a~ency would be treated in the same manner as
transfers in such a proceeding before a court. Thus, for examnle, asset transfers
in a receivership proceeding under 12 U.S.C. sec. 1729 involving a savings and
loan association could qualify as a “G" reorganization.
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ments to creditors and asset sales were made in order to leave the
debtor with more manageable operating assets to continue in business.”

Relation to other provisions

A transaction which qualifies as a “G” reorganization would not be
treated as also qualifying as a liquidation under section 332, an incor-
poration under section 351, or a reorganization under another cate-
gory of section 368 (az) (ﬂ( of the Code.® ' )

A transaction in a bankruptey or similar case which does not satisfy -
the requirements of new category “G” would not thereby be precluded
from qualifying as a tax-free reorganization under one of the other
categories of section 368(a) (1). For example, an acquisition of the
stock of a company in bankruptey, or a recapitalization of such a com-
pany, which transactions are not covered by the new “G” category,
could qualify for nonrecognition treatment under sections 368(a)
(1) (B) or (E), respectively.

Continuity of interest rules

The “continuity of interest” requirement which the courts and the
Treasury have long imposed as a prerequisite for nonrecognition treat-
ment for a corporate reorganization must be met in order to satisfy
the requirements of new category “G”. Only reorganizations—as dis-
tinguished from liquidations in bankruptcy and sales of property to
either new or old interests supplying new capital and discharging the
obligations of the debtor corporation—could qualify for tax-free
treatment.

It is expected that the courts and the Treasury would apply to “G”
reorganizations continuity-of-interest rules which take into account
the modification by P.L. 95-598 of the “absolute priority” rule. As a
result of that modification, shareholders or junior creditors, who might
previously have been excluded, may now retain an interest in the
reorganized corporation.

For example, if an insolvent corporation’s assets are transferred to
a. second corporation in a bankruptcy case, the most senior class of
creditor to receive stock, together with all equal and junior classes (in-
cluding shareholders who receive any consideration for their stock),
should generally be considered the proprietors of the insolvent corpo-
ration for “continuity” purposes, However, if the shareholders receive
consideration other than stock of the acquiring corporation, the trans-
action should be examined to determine if it represents a purchase
rather than a reorganization.

® Because the stated intent for adding the new “G” category is not relevant to
interpreting the “substantially all” test in the case of other reorganization
categories, the comments in the text as to the appropriate interpretation of the
“substantially all” test in the context of a “G"” reorganization would not be
intended to apply to, or in any way to affect interpretations under present law
" of, the ‘ substantially all” test for other reorganization categories. )

° However, if a transfer qualifying as a “G” reorganization also meets the re-
quirements of section 351 or qualifies as a reorganization under section 368(a) (1)
(D) of the Code. the “excess liability” rule of section 357(c) would apply if any
former shareholder of the transferor corporation receives consideration for his
stock, but would not apply if no former shareholder of the transferor corporation
receives any consideration for his stock (i.e., if the corporation is insolvent).
This rule would parallel present law, under which insolvency reorganizations
under sections 371 or 874 are excluded from the application of section 357(c).



Thus, short-term creditors who receive stock for their claims ma
be counted toward satisfying the continuity of interest rule, althoug
any gain or loss realized by such creditors will be recognized for in-
come tax purposes.

Triangular reorganizations

The bill would permit a corporation to acquire a debtor corporation
in a “G” reorganization in exchange for stock of the parent of the
acquiring corporation rather than for its own stock. :

In addition, the bill would permit the acquisition in the form of a
“reverse merger” of an insolvent corporation (i.e., where no former
shareholder of the surviving corporation receives any consideration
for his stock) in a bankruptcy or similar case if the former creditors
of the surviving corporation exchange their claims for voting stock of
the controlling corporation which has a value equal to at least 80 per-
cent of the value of the debt of the surviving corporation.

Transfer to controlled subsidiary

“The bill would permit a corporation which acquires substantially
all the assets of a debtor corporation in a “G” reorganization to trans-
fer the acquired assets to a controlled subsidary without endangering
the tax-free status of the reorganization. This provision would place
“G” reorganizations on a similar footing with other categories of
reorganizations. ' . '

Carryover of tax attributes

Under the bill, the statutory rule generally governing carryover of
tax attributes in corporate reorganizations (sec. 381 of the Code)
would also apply in the case of a “G” reorganization. This would
eliminate the so-called “clean slate” doctrine and would reflect the
fact that adjustments may be made to a reorganized corporation’s tax
attributes under the rules in section 2 of the bill.”

“Principal amount” rule; “boot” test

Under the bill, “G” reorganizations would be subject to the rules
governing the tax treatment of exchanging shareholders and security
holders which apply to other corporate reorganizations. Accordingly,
an exchanging shareholder or security holder of the debtor compan
who receives securities with a principal amount exceeding the princi-
pal amount of securities surrendered would be taxable on the excess,
and an exchanﬁing shareholder or security holder who surrenders no
securities would be taxed on the principal amount of any securities re-
ceived. Also, any “boot” received would be subject to the general
dividend-equivalence test of section 356 of the Code. s

Treatment of accrued interest

Under the bill, a creditor exchanging securities in any corporate re-
organization described in section 868 of the Code (including a “G”

" Special ‘rules relating to limitations on net operating loss carryovers under
section 382 of the Code are discussed in section IIT-A of this pamphlet. It is
anticinated that the amount- carried over under section 381 of the Code would
be adjusted to take into account any amount of debt discharge income which the
cgrpomgon realized after the close of the taxable year by delaying the discharge
of its debts.
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reorganization) would be treated as receiving interest income on the
exchange to the extent the security holder receives new securities,
stock, or any other property attributable to accrued but unpaid inter-
est (including accrued original issne discount) on the securities sur-
rendered. This provision, which would reverse the so-called Carman
rule,® would apply whether or not the exchanging security holder
realizes gain on the exchange overall. Under this provision, a security
holder which had previously accrued the interest (including original
issue discount) as income could recognize a loss to the extent the
interest is not paid in the exchange.

If the plan of reorganization allocates the value of the stock or other
property received by the creditor between the principal amount of the
creditor’s security and the accrued interest, both the corporate debtor
and the creditor would be required to utilize that allocation for Federal
Income tax purposes.’ However, if the value of the stock or other prop-
erty received by the creditor exceeds the principal amount of the se-
curity, the amount allocated to the security could not exceed such
principal amount until an amount has been allocated to interest equal
to the full amount of the acerued interest.

Example

The reorganization provisions of the bill may be illustrated in part
by the following example.

Assume that Corporation A is in a bankruptcy case commenced
after October 1, 1979, Immediately prior to a transfer under a plan
of reorganization, A’s assets have an adjusted basis of $75,000 and a
fair market value of $100.000. A has a net operating loss carryover
of $200.000. A has outstanding bonds of $100,000 (on which there is no
accrued but unpaid interest) and trade debts of $100,000.

Under the plan of reorganization, A is to transfer all its assets to
Corporation B in exchange for $100,000 of B stock. Corporation A will

® See note 2, supra.

°®For example, assume that a corporation, pursuant to a plan of reorganiza-
tion, transfers stock with a value of $55 to its creditor in exchange for the
creditor's $100 security with $10 accrued interest. Also assume that, under the
terms of the plan, the $55 stock is exchanged for the principal of the debt and
no portion of the stock is transferred for the interest claim. In this situation,
(1) the security holder would not have any interest income on the exchange (or
could deduct $10 if that amount previously had been accrued by the creditor as
interest income), and (2) the corporation would have a debt discharge amount
of $10, with the tax consequences as determined in section 2 of the bill (ex-
cept that there would be no debt-discharge amount if either the corporation had
not previously deducted the accrued interest or else the prior deduction had not
resulted in.a “tax benefit” under see. 111 of the Code).

On the other hand, if the reorganization plan first allocates the stock to
accrued interest and the remainder to principal, then (1) the security holder
would have $10 of interest income (unless that amount had previously been ac-
crued by the creditor as income) and (2) the corporation would not have any
debt discharge amount (since the stock was exchanged for a security).

If the stock is allocated proportionately to principal and accrued interest, then
(1) the security holder would have $5 of interest income (unless that amount
had previously been accrued by the creditor as income), and (2) the corporation’s
debt discharge amount would be $5, with the tax consequences as determined in
section 2 of the bill (except that there would be no debt discharge amount if
either the corporation had not previously deducted the accrued interest or else
the prior deduction had not resulted in a “tax benefit” under section 111 of the
Code). ¢
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distribute the stock, in exchange for their claims against A, one-half
to the security holders and one-half to the trade creditors. A’s share-
holders will receive nothing. . . .

The transaction would qualify as a reorganization under new section
868(a) (1) (G) of the Code, since all the creditors are here treated as
proprietors for continuity of interest purposes. Thus, A would rec-

“ognize no gain or loss on the transfer of its assets to B (gec. 361)..B’s
basis in the assets would be $75,000 (sec. 362), and B would succeed fo
A’s net operating loss carryover (sec. 381). . T

Under the bill, the distribution of B stock to A’s security holders
would not result in income from discharge of indebtedness or require
attribute reduction. On the distribution of B stock to A’s trade cred-
itors, A would exclude from gross income the debt discharge amount of
$50,000—i.e., the difference between the $100,000 debt. held by non-
security creditors.and the $50,000 worth of stock given for such debt.
A could elect to reduce the basis of its depreciable assets transferred to
B by all or part of the $50,000 debt discharge amount; to the extent
the election were not made, the debt discharge amount would reduce
A’s net operating loss carryover by the remainder of the debt discharge
amount. Assuming that A’s creditors did not acquire their claims for
purposes of acquiring stock, there would be no reduction of A’s net
operating loss carryover under section 382.

Assume the same facts as above except that B also transfers $10,000
in cash, which is distributed by A to its creditors. Although A would
otherwise recognize gain on the receipt of boot in an exchange in-
volving appreciated property, the distribution by A of the $10,000
cash to those creditors having a proprietary interest in the corpora-
tion’s assets for continuity of interest purposes would prevent A from
recognizing any gain (sec. 361(b) (1) (A)).%

Technical and conforming amendments

Section 4(h) of the bill would make technical and conforming
amendments to the Internal Revenue Code. '

1. Amendment of section 354(b).—Paragraphs (1) and (2) of seec-
tion 854 (b) of the Code, relating to exception to general rule on ex-
changes of stock and securities in certain reorganizations, would be
g(rsr;ge(m%e(d )by adding references to new subparagraph “G” of section
¢ a)(1). :

2. Amendment of section 367 (c) (2) —Section 357 (c) (2) of the Code,
providing exceptions to the general rule with re«pect to liabilities in
excess of basis on transfers to controlled corporations, would be
amended to add an exception for any exchange pursuant to a plan of
reorganization under new category “G” of section 368(a) (1) if no
former shareholder of the transferor corporation receives any con-
sideration for his stock. '

3. Amendment of section 368(a) (1).—A conforming amendment
would be made to section 368(a) (1) of the Code to take into account the
addition of new category “G” reorganizations. »

0 See sec. 37T1(a) (2) (A) of the Code and Treas. Reg. § 1.371-1(b) for a similar.
rule relating to distribution of boot to creditors in an insolvency reorganization
under present law, :

 See note 8, supra.
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4. Amendment of section 368(b).—Section 368(b) of the Code, de-
fining “party to a reorganization”, would be amended to include refer-
ences to new category “G” reorganizations.

8. Technical change—A change would be made in the table of sec-
tions for part IV of subchapter C of chapter 1 of the Code.

Effective date

The amendments made by section 4 of the bill would apply to bank-
ruptcy cases commencing on or after October 1, 1979, and to receiver-
ship, foreclosure, or similar judicial proceedings begun on or after
that date. .

In addition, the amendments made by section 4(e) of the bill, re-
lating to exchanges of property for accrued interest, also would apply
to transactions occurring after December 31, 1980, other than trans-
actions in a proceeding under the Bankruptcy Act or in a.receivership,

{’O;eclo‘sure, or similar judicial proceeding begun before October 1,
979.



D. Miscellaneous Corporate Amendments (sec. 5 of the bill)

1. Exception from personal holding company status (sec. 5(a) of
the bill and sec. 542 of the Code)

Present law
Under present law, a corporation in a bankruptcy or insolvency
procéeding may become subject to the personal holding company
tax on certain passive income (sec. 541 of the Internal Revenue Code)
it its assets are converted to Investments which produce passive in-
come before the corporation is liquidated.

Explanation of provision
Under this provision, a corporation subject to court jurisdiction in
a bankruptcy or similar case * would not be considered a personal hold-
ing company. This exception would not be available, however, if a
major fpurpose in commencing or continuing the proceeding is avoid-
ance of the personal holding company tax.

Effective date
The amendment made by this provision would apply to bankruptey
cases commenced on or after October 1, 1979 and to similar cases com-
menced on or after that date.

2. Repeal of special treatment for certain railroad stock redemp-
tions (sec. 5(b) of the bill and sec. 302 of the Code)

Present law '

Present law provides that any distribution in redemption of stock
issued by a railroad corporation pursuant to a reorganization plan
under section 77 of the Bankruptcy Act gives rise to capital gain,
even if under the general redemption distribution tests the stock-
holder would realize ordinary income (sec. 302(b) (4) of the Code).

Explariation of provision
This provision would repeal the special rule giving automatic capi-
tal gain treatment in the case of redemptions of certain stock issued
by railroad corporations in bankruptcy.

Effective date

The amendment made by this 1x))rovision would apply to a re;iemp-
tion of stock issued after September 80, 1979 (other than stock issued
pursuant to a plan of reorganization approved on or before that
date). .

1The terms “bankruptcy case” and “similar case” refer, respectively, to (1)
cases under new 11 U.S, Code (i.e., bankruptcy cases commenced on or after
October 1, 1979) and (2) receivership, foreclosure, or similar proceedings in a
Federal or State court (or, in the case of a financial institution, a Federal
or State agency). (29)
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3. Application of section 337 liquidation rule to insolvent corpora-.
tions (sec. 5(c) of the bill and sec. 337 of the Code)

Present law

Under present law, a corporation which adopts a plan of liquida-
tion and within 12 months thereafter liquidates in a distribution to
shareholders generally does not recognize gain or loss on sales within
that period (sec. 387 of the Code). The Internal Revenue Service has
ruled that. this. provision does not apply if, as in the case of an insol-
vency proceeding, the assets are transferred on liquidation to credi-
tors rather than to shareholders (Rev. Rul. 56-887, 1956-2 C.B. 189).

Explanation of provision

This provision would allow an insolvent corporation (i.e., where.
no shareholder of the corporation receives any consideration for his
stock) in a bankruptcy or similar case? to sell certain of its assets
tax-free where the corporation, after the case commences, adopts a -
plan of complete liquidation and, upon the liquidation, all of the
corporation’s assets are transferred to its creditors within the non-
recognition period.?* The period for nonrecognition would begin on
the date of adoption (after commencement of the case) of a plan of
liquidation and ends on the date the case terminates. This provision
would not apply to assets acquired on or after the date of adopting
the liquidation plan, other than to inventory sold in bulk. .

Effective date

This provision would apply to bankruptcy cases commencing on
Oﬁ aféer October 1, 1979 and to similar cases commencing on or after
that date.

4. Estate of individual in bankruptcy as subchapter S shareholder
(sec. 5(d) of the bill and sec. 1371 of the Code)

Present law

Under present law, only individuals, estates, and certain trusts are
permitted to be shareholders of subchapter S corporations (sec. 1371
of the Code). Failure to satisfy this rule disqualifies the election of
the corporation under subchapter S.

The Internal Revenue Service has ruled that an “estate” for sub-
chapter S purposes includes only the estate of a decedent and not the -
estate of an individual in bankruptcy (Rev. Rul. 66-266, 19662 C.B.
856). Accordingly, the Revenue Service also has ruled that the filing
of a voluntary petition in bankruptcy by a shareholder terminates
the subchapter S election as of the beginning of the taxable year in
which the petition is filed (Rev. Rul. 74-9, 19741 C.B.-241). However,
the U.S. Tax Court has held that the filing of a petition seeking
financial rehabilitation of a debtor under the debt arrangement pro-
visions of the Bankruptcy Act does not create a new entity apart
értimtt_;he ;iebtor and does not cause the termination of a subchapter

election. :

? See note 1. supra. o

3 A ligquidating solvent corporation in a bankruptcy or similar case could make
g;x—free sales during the 12-month nonrecognition period of present law (sec.

7). . .

¢ OHM Oompany, 68 T.C. 81 (1977).
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Explanation of provision :

Under the bill, the bankruptcy estate of an individual would be

allowed as an eligible shareholder in a subchapter S corporation.
Thus, a corporation’s subchapter S election would not be terminated
because of commencement of a bankruptcy- case -involving an indi-

vidual who is a shareholder in the corporation. In addition, the bank- .-
ruptcy estate of an individual which owns stock in a corporation

could consent to an election under subchapter S made by the corpora-
tion after commencement of the bankruptcy case.

Effective date

The amendment made by this provision would apply to bankruptcy
cases commenced on or after October 1, 1979.

5. Certain transfers to controlled corporations (sec. 5(e) of the
bill and sec. 351 of the Code) ]

Present law

Under present law, if property is transferred to a corporation con-

trolled by the transferor, no gain or loss is recognized on the transfer
(sec. 351 of the Code). For this purpose, property includes (1) in-
debtedness of the transferee corporation not evidenced by a security.®
and (2) a claim for accrued interest on indebtedness of the transferee
corporation,® ' '

Explanation of provision

Under the provision, transfers to a controlled corporation of in-
debtedness of the corporation which is not evidenced by a security,
or of claims against the corporation for acerued but unpaid interest
on indebtedness, would not be covered by the nonrecognition rule of
section 351 of the Code.

Also, the nonrecognition rule would not apply in the case of a trans-
fer to a controlled corporation of the assets of a debtor in a bank-
ruptcy or simliar case ? to the extent the stock or securities received in

-exchanege for the assets are used by the debtor to pay off his debts.
JAccordingly, eain or loss would be recognized to the debtor upon'the
debtor’s transfer of assets to the controlled corporation if the stock
is then transferred to creditors pursuant to a plan approved in a
bankruptcy or similar case, (If less than all the stock is transferred
to creditors, a proportionate share of gain or loss would be recog-
nized.) Since the basis of the stock received is adjusted for any gain or
loss recognized, the amount recognized on the transfer of the stock to
the crfeditors would reflect any amount recognized on the incorporation
transfer.

Thus, the sum total of income or loss to the debtor in the two trans-
fers wonld be the same as if the assets had been transferred directly to
the creditors. However, the basis of the assets in the hands of the corpo-
ration also would be adjusted by any gain or loss recognized on the

8 Atewander F. Duncan, 9 T.C. 468 (1947), acq. 1948-2 C.B., 2; Rev. Rul. 77-81,
1977-1 C.B. 97.

¢ See Carman v. Conim'r, 189 ¥.2d 363 (24 Cir. 1951).

7 See note 1, supra. : ’ :

-
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transfer to the corporation, thus reducing any “built-in” loss on assets
which had depreciated in value.®

Effective date

The effective date for this provision would be the same as for section
2 of the bill, relating to income from discharge of indebtedness.

6. Effect of discharge of indebtedness on earnings and profits
(sec. 5(f) of the bill and sec. 312 of the Code)

Present law

Under present law, the effect of discharge of indebtedness upon the
earnings and profits of a corporation in a bankruptcy proceeding is
unclear.®

Explanation of provision

The bill would provide that to the extent that income from discharge
of indebtedness (including an amount excluded from gross income
pursuant to section 108 of the Code, as amended by this bill) is applied
to reduce basis under section 1017 of the Code, such basis-reduction
amount does not affect the debtor corporation’s earnings and profits
(although reduced depreciation deductions or increased gains on sales
of reduced-basis assets would affect earnings and profits in the years
such deductions are taken or sales made). Otherwise, discharge of
indebtedness income, including amounts excluded from gross income
(pursuant to section 108 of the Code, as would be amended by this
biggf’i in(;reases the earnings and profits of the corporation (or reduces

- a deficit).

Effective date

The effective date for this provision would be the same as for section
2 of the bill, relating to income from discharge of indebtedness.

SThis rule does not apply to a transfer under a plan of reorganization, since
no gain or loss is recognized by reason of section 361 of the Code.

°In the case of Meyer v. Comm'r, 883 ¥.2d 888 (8th Cir. 1967), the Bighth
Circuit held that earnings and profits did not arise where indebtedness was dis-
charged under the Bankruptcy Act. The Internal Revenue Service has announced
that it will not follow the Meyer decision to the extent that the amount of debt
discharged exceeds the reduction in basis of the taxpayer's assets (Rev. Rul.
75-515, 1975-2 C.B. 117).



E. Changes in Tax Procedures (sec. 6 of the bill)

1. Coordination with bankruptcy court procedures (secs. 6(a),
(b), (¢), (d), and (g) of the bill and secs. 6213, 6503, 6871, and
7464 of the Code)

" Procedures under Bankruptcy Act

Bankruptey court jurisdiction. ,

In the case of an individual debtor, the commencement of a bank-
ruptcy proceeding creates an estate, which is under control of the
bankruptey court. This estate consists of all assets of the individual
other than exempt property and certain assets acquired after the
proceeding begins. The assets of the bankruptcy estate are not subject
to levy by the Internal Revenue Service for the debtor’s prepetition
income tax liabilities, and generally can be reached only through the
Service’s filing of a proof of claim in the bankruptcy court..

The bankruptcy court has jurisdiction to determine the debtor’s
liability for any unpaid tax, whether or not assessed, unless the lia-
bility was adjudicated prior to bankruptey by & court of competent
jurisdiction (]sec. 2a(2A) of the Bankruptcy Act). In proceedings
under the Bankruptcy Act ! a determination by the bankruptcy court
of a prepetition tax liability of an individual (ﬂebtor is binding on the
Internal Revenue Service and on the trustee of the bankruptcy estate,
but might not settle the personal liability of an individual de{)tor for
the amount, if any, of Erepetition nondischargeable tax claims which
are not satisfied out of the assets of the bankruptey estate. Accordingly,
if the bankruptcy court rules in favor of the Revenue Service with
respect to a nondischargeable tax claim, the debtor may be able to
force the Service to relitigate the issue if the elaim cannot be fully
paid out of estate assets. '
I ffect on Tax Cowrt jurisdiction

Under present Federal income tax law (sec. 6871 of the Codeé as
applicable to Bankruptcy Act proceedings, the Internal Reévenue Ser-
vice is authorized, on institution of a bankruptey proceeding, im-
mediately to assess any income tax liabilities against the debtor. The
Service is not required to follow the normal procedure under which a
deficiency notice is issued to the taxpayer and the taxpayer may chal-
lenge an asserted income tax liability in the U.S. Tax Court without
payment of the tax. - '

Even if a statutory deficiency notice had been issued and the time
for filing a Tax Court petition had not expired before commencement
of the bankruptcy proceeding, the debtor still is barred from contest-
ing the asserted liability in the Tax Court (i.e., from litigating with-
out first paying the disputed amount) if the Revenue Service exercises
its immediate assessment authority. Present income tax law likewise

! The Bankruptcy Act was repealed by P.L. 95-598, effective for bankruptey
cases commencing on or after October 1, 1979, but remains in effect for bank-
ruptcy proceedings commenced prior to that date.

(43)
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provides that any portion of a claim for nondischargeable taxes al-
owed in a bankruptcy proceeding but not satistied out of assets in
the estate shall be paid by the taxpayer after termination of the
‘bankruptcy proceeding (sec. 6873 of the Code).

Under the'law applicable to Bankruptey Act proceedings, the U.S.
Tax Court thus loses jurisdiction to determine the debtor’s personal
liability for prepetition taxes unless a 'ax Court case had been filed
prior to the bankruptcy proceeding. Accordingly, unless the debtor
can invoke the jurisdiction of the bankruptey court and that court
makes a determination, the debtor is precluded from prepayment re-
view of an asserted income tax liability. The debtor’s only recourse
1s to pay the tax and then contest the issue through the refund claim
procedure of the Internal Revenue Service and subsequent refund
Litigation in the U.S. District Court or U.S. Court of Claims.

If a notice of deficiency had been issued and a Tax Court case filed
prior to institution of the bankruptcy proceeding, but the Tax Court
had not reached a decision as to the debtor’s income tax liability, both
the bankruptcy court and the Tax Court have jurisdiction to deter-
mine the tax hability issue. A decision by the Tax Court would not
necessarily bind the estate of the bankrupt, unless the trustee had
intervened in the i*ix Court litigation. A decision by the bankruptey
court might not n:-.nssarily bind the individual debtor, unless the
debtor individually had invoked the bankruptcy court’s jurisdiction.

Thus, under the law applicable to Bankruptey Act proceedings, in
certain circumstances there may be duplicative litigation concerning
the debtor’s tax liability. In other circumstances, the debtor may be
Frecluded from obtaining prepayment review of prepetition tax
iabilities.

New bankruptcy statute (P.L. 95-598) _

New 11 U.S. Code section 505(a) continues the jurisdiction of ‘the
bankru%fcy court to determine liability for a tax deficiency, regardless
of whether it has been assessed, unless it has been adjudicated by a
court of competent jurisdiction prior to filing of the bankruptcy peti-
tion.? The new law, effective for bankruptcy cases commenced on or
after October 1, 1979, also seeks to resolve the problems mentioned
above by giving the bankruptey court, in effect, the authority to deter-
mine whether the tax liability issue should be decided in the bank-
ruptey court or in the U.S. Tax Court.

Under new 11 U.S. Code section 362(a)(8), commencement of a
bankruptcy case triggers an automatic stay of institution or continua-
tion of any U.S. Tax Court proceedings to challenge an asserted tax de-

2Under the law applicable to Bankruptcy Act proceedings, the trustee of a
bankruptey estate mnunt proceed in courts other than the bankruptcy court to
seek a refund of Federal taxes paid by the debtor. While the trustee succeeds to
any right to refund for tax overpayments, the bankruptey court has jurisdiction
only to allow claims against the bankruptey estate, and not to enforce claims
against third parties.

New 11 U.S. Code see. 505(a) expands the jurisdiction of the bankruptey court
to-include determination of refund claims, To invoke the bankruptey court’s
Jjurisdiction, the trustee must flle an administrative claim for refund with the
Internal Revenue Service (if the debtor had not done so prior to commencement
of the bankruptey case). If a claim filed by the trustee i8 denfed or if 120 days
elapse without action by the Internal Revenue Service, the court has jurisdiction
to determine the refund issue.
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ficiency of the debtor. Also under the new law, assessment or collection
of a prepetition tax claim against the debtor is automatically stayed by
commencement of the bankruptcy case (sec: 862(a) (6)).* Unless the
stay is lifted by the bankruptey court, or a discharge is granted or
denied, the stay continues until termination of the bankruptcy case
“(sec. 362(c)).

The new statute authorizes the bankruptey judge to lift the stay
and permit the debtor to institute a Tax Court case (if a notice of
deficiency has been issued and the period for filing such case has not

" expired) or to continue a pending Tax Court case involving the deb-
tor’s tax liability (new 11 U.S. Code sec. 362(d)). The bankruptcy
court, for example, could lift the stay if the debtor seeks to litigate
in the Tax Court and the trustee wishes to intervene in that proceed-
ing. In such a case, the merits of the tax controversy will be deter-
mined by the Tax Court, and the Tax Court’s decision will bind both,
the individual debtor as to any taxes which are nondischargeable and
the intervenor trustee as to the tax claim against the estate. B

However, if the bankruptcy court does not lift the automatic stay,
but instead itself decides the tax issue and (at the request of the
Revenue Service or of the debtor) determines the debtor’s personal
liability for a nondischargeable tax, then the bankruptcy court’s deci-
sion will bind both the individual debtor and the estate as well as the
government, '

~ Explanation of provisions
Sections 6(a), 6(b), 6(c), 6(d), and 6(g) of the bill would coordi-
nate certain provisions of the Internal Revenue Code with the bank-
ruptey court procedures enacted in P.L. 95-598, as described above.
These procedures include the automatic stay on assessment or collection
of certain tax claims against the debtor, the automatic stay on institu-
tion or continuation by the debtor of deficiency litigation in the U.S.
Tax Court, and the authority of the bankruptcy court to lift the stay
énd permit the debtor’s tax liability to be determined by the Tax
ourt.

Immediatle assessment

General rule

Section 6(g) of the bill generally would repeal the present rule (in
sec. 6871 (a) of the Code) authorizing the Internal Revenue Service to
assess certain prepetition tax deficiencies of the debtor immediately

8 The stay does not preclude the Internal Revenue Service from issuingz a
deficiency notice during the bankruptey case (new 11 U.8. Code sec. 362(b) (8)).
government.* .

*124 Cong. Rec. H-11,111 (daily ed. Sept. 28, 1978) (remarks of Mr, Edwards) ;
124 Cong. Rec.. §-17,427 (daily ed. Oct. 6, 1978) (remarks of Sen. DeConeini). In
the case of a corporate debtor, the commencement of a bankruptcy proceeding
.does not create a separate taxable entity, and (unlike in the case of an individual
debtor) the debtor corporation is considered to be parsonally before the bank-
ruptey court. Accordingly, a decision by the bankruptcy court as to the corporate
debtor’s prepetition income tax liability is binding on the corporation, which
cannot thereafter institute a Tax Court case tn relitigate the issue. However,
under P.I. 95-598, the bankruptey judge is aunthorized to lift the automatic stay
under new 11 0.8, Code sec. 362 and permit the tax issue to be determined in
the U.8. Tax Court (if a case involving the issue is already pending in that
Court, or if a deficiency notice has been issued and the period for filing such
case has not expired). .
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on institution of bankruptcy proceedings. Accordingly, if the bank-
ruptey court lifts the automatic stay under new 11 U.S. Code section
362(a) (8), the debtor would not be precluded from filing a petition (if

timely) in the Tax Court to challenge an asserted prebankruptcy tax
deficiency. . :

Exceptions :

The bill would authorize the Revenue Service to make an immediate
assessment (1) of tax imposed on the bankruptcy estate of an indi-
vidual debtor, or (2) of tax imposed on a debtor if liability for such
tax has become res judicata against the debtor pursuant to a bank-
ruptcy court determination.,

These two exceptions reflect bankruptcy situations in which there
is no need to require the Revenue Service to follow the normal defi-
ciency notice procedure. In the case of taxes imposed on the bank-
ruptcy estate of an individual (ie., where the estate is treated as a
separate taxable entity), the estate’s own tax liability is determined by
the bankruptcy court and cannot be litigated in tie Tax Court. In
the case where an individual debtor’s personal liability for nondis-
chargeable tax claims has been litigated in the bankruptey court, and
under the doctrine of res judicata the debtor would be precluded from
relitigating the issue in any court, no purpose would be served by
requiring issuance of a deficiency notice prior to assessment. For the
same reason, the bill would permit immediate assessment of a corpo-
rate debtor’s tax liabilities once the bankruptcy court has made a deter-
mination which is res judicata.

Conforming rules

The bill also would amend section 6871 of the Code to delete the pro-
hibition in current law on filing & Tax Court petition after commence-
ment of a bankruptcy proceeding. This change likewise would con-
form to the provisions of P.L. 95-598 which stay the debtor, on com-
mencement of a bankruptcy case, from instituting a Tax Court pro-
ceeding to challenge an asserted tax deficiency, but authorize the
bankruptcy judge to lift the stay and permit the debtor to institute a
Tax Court case %if a notice of deficiency has been issued and the period
for filing such case has not expired). Also, the bill would restate the
rule of present law that claims for certain tax deficiencies, etc. may be
presented for adjudication before the bankruptcy court, notwithstand-
ing the pendency of any Tax Court proceedings for redetermination of
the deficiency.

Receiverships

The bill would not modify the present law rules in section 6871 of
the Code relating to receivership proceedings. To the extent immediate
assessment authority is retained for receivership proceedings, and for
the two bankruptcy situations described above, the bill would expand
the category of taxes which could be so assessed to include taxes under
Internal Revenue Code chapters 41 (public charities), 42 (private
foundations and black lung benefit trusts), 43 (qualified pension,
etc., plans), and 44 (real estate investment trusts).

Collection

Section 6(g) of the bill also would amend section 6873(a) of the
Code to delete the rule that any portion of a claim for nondischarge-
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able taxes allowed in a bankruptey case but not satisfied out of assets
in the estate must be paid by the taxpayer upon notice and demand by
the Internal Revenue Service after termination of the bankruptcy
case. (No change would be made in section 6873 with respect to pay-
ment of claims for taxes allowed in a receivership proceeding.) As de-
scribed above, if the bankruptey court has made a determination of the
debtor’s tax hability which (under the doctrine of res judicata) pre-
cludes the debtor from relitigating the issue in any other court, the
Revenue Service cotild make an immediate assessment of such liability
without issuing a deficiency notice. Thereafter, the provisions of the
Code relating to collection of assessed taxes would apply. '

Tax Court petition .

. Section 6(b) of the bill would provide that if the stay under new
11 U.8. Code section 362(a) (8) precludes a debtor from filing a 