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Insolvency and Tax: 
Advising Clients About Tax Matters in the 

Course of Bankruptcy 
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• Bankruptcy 101 
• Priority of Claims 
• Who has the authority to settle on behalf of the government 
• What happens with appeals or other ongoing discussions with the IRS 
• Determination of Tax Liability under Section 505 
• The Plan 
• The Automatic Stay 
• Threats of Jeopardy Assessment 
• Withdrawing the Reference Motions 
• Adversary Proceeding Rules 
• Advantages and Disadvantages of Litigating Tax Issues in Bankruptcy 
• Discovery  
• Trial 
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• Types of Bankruptcy: 
• Chapter 7—liquidation; 
• Chapter 11—reorganization. 

• Automatic Stay 
• 11 U.S.C § 362 provides for an injunction that automatically stops lawsuits, 

foreclosures, garnishments, and all collection activity against the debtor 
the moment a bankruptcy petition is filed. 

• Debtor-in-Possession 
• The owner of the business may retain possession of the business during 

bankruptcy 
• Section 1107 of the Bankruptcy Code places the debtor in possession in the 

position of a fiduciary, with the rights and powers of a chapter 11 trustee, 
and it requires the debtor to perform of all but the investigative functions 
and duties of a trustee.  
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• Exclusivity Period 
• 11 U.S.C § 1121 (b) grants the debtor exclusivity for the first 120 days of the 

case. 
• Cash Collateral Orders 

• Liquid assets, such as cash, bank accounts, and accounts receivable, are 
called “cash collateral.”   

• Cash collateral may not be used over the objection of a secured party 
without a court order, referred to as a “cash collateral order.”  Typically, in 
order to use cash collateral, the debtor must assure the creditor that the 
value of the collateral will not decline during the course of bankruptcy.   

• Plan Confirmation 
• Bankruptcy judge's approval of a plan of reorganization or liquidation in 

chapter 11, or payment plan in chapter 12 or 13.  
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• If assessed taxes are not paid, a lien arises in favor of the IRS.  Once the IRS 
files the required notice, the lien will have priority against other creditors who 
become secured later in time.  I.R.C.  §§ 6321, 6323(a). 

• Unsecured tax claims are entitled to priority status and must be paid before 
lower priority unsecured claims. 



Priority of Claims 
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• Priority of Unsecured Tax Claims (11 U.S.C. § 507(a)): 
• Eighth Priority – Prepetition Tax Claims 

 Income taxes for taxable years ending on or before the petition date and 
for which a tax return was either last due (with extensions) within 3 years 
of the petition date or after the petition date 

 Income taxes assessed within 240 days prior to the petition date 
 Income tax claims still assessable for tax years ending on or before the 

petition date (e.g., because the taxpayer extended the statute of 
limitations for assessments) 

 



Who Has the Authority to Settle on Behalf of the 
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• Matters involving a debtor that is a major corporation will be referred to the 
Tax Division.  (IRM Exhibit 8.7.6-1) 

• The Insolvency Organization is responsible for working all bankruptcy cases 
and coordinating the bankruptcy laws with the tax laws.  (IRM § 8.7.6.1) 
• Insolvency files proofs of claim for the IRS.  
• Appeals and others outside of the Insolvency Organization are responsible 

for promptly advising Insolvency of any proposed or unassessed tax 
liabilities so they may be included as such in the proof of claim.   (IRM § 
8.7.6.1.3(2)) 
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• If the taxpayer files a bankruptcy petition during the Appeals process and the 
case cannot be closed within 30 days of the bankruptcy petition, Appeals will 
send a notification to the Tax Division and Insolvency office, so an estimated 
proof of claim can be filed.  (IRM 8.7.6.1.7.1) 

• For a large bankruptcy case, Appeals must take immediate action and quickly 
prepare the case for referral.  (IRM 8.7.6.7.1 (6/27/05)) 



Who Has the Authority to Settle on Behalf of the 
Government 
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• The Appeals Officer must transmit the written notification to Insolvency and 
the Tax Division no later than 4½ months after the date of the bankruptcy 
petition.  (IRM § 8.7.6.1.7.1(2)(b)) 

• The notification should include an estimate of the time required to settle the 
case.  If the estimate is more than six months after the petition date, Appeals 
should request exclusive settlement jurisdiction for the time needed.  (IRM § 
8.7.6.1.7.1(3))   
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• The IRS has at least 180 days from the petition date to file its proof of claim.  
11 U.S.C. § 502(b)(9). 

• Thus, Appeals generally has six months from the filing of the bankruptcy 
petition to resolve the case. (IRM. §§ 8.7.6.1.7.3, 8.7.6.9.3(2)) 

• Appeals may request additional time to settle from the Tax Division attorney 
assigned to the case. 
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• If a taxpayer files an objection to the Service’s proof of claim or an action to 
have the bankruptcy court determine their tax liability, Appeals stops working 
on the case, issues a notice of deficiency if appropriate, and closes the case to 
the Tax Division.  (IRM §§ 8.7.6.5.1(6)(b), 8.7.6.5.6)  
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• Until the case is referred to the Department of Justice, the IRS maintains 
authority to settle tax disputes under the same procedures that generally 
would have applied before bankruptcy. 

• Once the case is referred to the Department of Justice, the Attorney General or 
its delegate has settlement authority.  I.R.C. § 7122(a).  
 



 Determination of Tax Liability under Section 505(a) 
13 

• The court may determine the amount or legality of any tax, any fine or penalty 
relating to a tax, or any addition to tax, whether or not previously assessed, 
whether or not paid, except when… 
• It was previously contested and adjudicated; 
• At least 120 days has not expired since the claim for refund was made 

(unless the claim is rejected earlier); or 
• For ad valorem taxes only, the time to contest and determine the amount has 

expired. 

 



The Plan 
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• For a Chapter 11 plan to be confirmed, the plan generally must provide that 
allowed tax claims, whether secured or unsecured, will be paid in cash within 
five years of the bankruptcy filing.  11 U.S.C. § 1129(a)(9)(C), (D).  

• If the debtor cannot demonstrate that it has the ability to pay the IRS claims, 
the plan may not be confirmed and the debtor may be forced to liquidate under 
Chapter 7. 

 



The Automatic Stay 
15 

• An automatic stay arises when the bankruptcy petition is filed, which prohibits 
the IRS from taking collections efforts against the debtor. 11 USC § 362(a). 

• The automatic stay also prohibits the commencement or continuation of a Tax 
Court proceeding. 11 USC § 362(a)(8). 

 
 
 



The Automatic Stay 
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• The automatic stay does not prohibit the IRS from:  
• Auditing the taxpayer; 
• Making an assessment;  
• Issuing a notice of deficiency; or  
• Setting off prepetition income tax refunds against prepetition income tax 

liabilities unless the liability is disputed. 
    11 U.S.C. § 362(b)(9). 

 
 



The Automatic Stay 
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• However, income taxes assessments are indirectly stayed because: 
• (a) they may not be assessed before the issuance of a notice of deficiency; 
• (b) if a notice of deficiency is issued, the taxpayer has 90 days to file a 

petition with the Tax Court; 
• (c) assessments are prohibited during this 90-day period and, if a petition is 

filed, until the Tax Court decision becomes final (I.R.C. § 6213(a)); and 
• (d) the filing of a bankruptcy petition operates as a stay of the 

commencement of a proceeding before the U.S. Tax Court (11 U.S.C. 
§362(a)(8)). 

 
 
 



Inclusion and Exclusion of Entities Within Group 
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• Automatic stay applies only to entities that seek bankruptcy protection; 
• In a consolidated group, each entity is jointly and severally liable for a tax; 
• Remember which tax years are at issue because of mergers; 
• Can the IRS pursue non-Debtor entities while the Debtor entities are going 

through the bankruptcy process? 



Inclusion and Exclusion of Entities Within Group 

 Example: 
G-I Holdings, 

Inc. 
(Voluntary petition 

under Chapter 11 filed 
on January 5, 2001) 

ACI, Inc. 
(Voluntary petition 

under Chapter 11 filed 
on August 3, 2001) 

Building 
Materials 

Corporation of 
America 
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• IRS claims for income taxes often are not assessed and are unsecured at the 
time of a bankruptcy filing. 

• If the IRS makes a jeopardy assessment before a bankruptcy filing, a lien arises, 
and the tax claims generally would become secured.  I.R.C. § 6861(a).  
However, the IRS’s security interest would be junior to the creditors who were 
secured earlier in time.  I.R.C. § 6323(a). 
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• The IRS may immediately assess a deficiency and take collection steps if the 
IRS believes that the assessment or collection of a deficiency “will be 
jeopardized by delay.” IRC § 6861.  

• The Treasury Regulations provide that a jeopardy assessment will be made if 
collection is determined to be in jeopardy because the taxpayer's financial 
solvency is or appears to be imperiled (not including insolvency due to the 
proposed assessment). Treas. Reg. § 301.6861-1(a).  



Threats of Jeopardy Assessment 
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• The Internal Revenue Manual directs that jeopardy assessments are to be used 
sparingly.  (IRS Policy Statement 4-88 at I.R.M. § 1.2.13.1.27 (01/06/1999))  

• The IRS rarely makes a jeopardy assessment based solely on the taxpayer’s 
financial instability, particularly in the case of a corporate taxpayer. 

• Jeopardy assessments typically are made when the taxpayer has engaged in 
some affirmative misconduct.  See, e.g., Central de Gas de Chihuahua, S.A., v. 
U.S., 69 AFTR 2d 92-1426 (W.D. Tex. 1992) (upholding jeopardy assessment 
when assets were transferred outside of the U.S. after an IRS audit began). 

• A jeopardy assessment is unreasonable when it is made to gain priority over 
other creditors. George F. Harding Museum v. United States, 674 F. Supp. 
1323 (N.D. Ill. 1987); State of Florida v. United States, 65 AFTR 2d 90-472 
(S.D. Fla. 1989). 
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• District Courts have original jurisdiction over bankruptcy.  28 U.S.C. 1334(a); 
• District Courts “refer” all bankruptcy cases (and related matters) to the 

bankruptcy court.  28 U.S.C. 157(a); 
• Mandatory Withdrawal: if the court determines that resolution of the 

proceeding requires consideration of both title 11 and other laws of the United 
States regulating organizations or activities affecting interstate commerce. 28 
U.S.C. 157(d); 

• Permissive Withdrawal: for cause shown.  28 U.S.C. 157(d); 
• Where would the Tax Division prefer to litigate? 



Advantages for Litigating Tax Issues In 
Bankruptcy 
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• For government:  
• No jury trial; 

• For taxpayer: 
• Friendlier forum 
• IRS is just another creditor 
• Faster resolution 
• More pressure on the government to settle 



Adversary Proceeding Rules 
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• Adversary proceedings (new case) v. Contested proceedings (main case); 
• Tax cases can start as either; 
• Rules for Adversary Proceedings are in Part VII of the Bankruptcy Rules; 
• Rules for Contested Matters are in Part IX of the Bankruptcy Rules. 



Discovery 
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• For discovery in adversary proceedings, Bankruptcy Rules adopt the Federal 
Rules of Civil Procedure.  Fed. Bankr. R. 7026-7037; 

• For discovery in contested matters, Bankruptcy Rules waive the following 
(absent a court order): initial disclosures, expert disclosures, pre-trial 
disclosures, and a Rule 26(f) conference; 

• Bankruptcy judges may set tighter schedules/limits then district judges; 



Trial 
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• Will rarely occur; 
• No jury trial; 
• Rules of Evidence are the same; 
• More relaxed presentation (e.g., proffers) 
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