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Interplay of Bankruptcy Rules
and State Taxes

By
Martin Eisenstein
meisenstein@brannlaw.com
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Bankruptcy Law Principles for
State Tax/Escheat Claims
•

Background re Bankruptcy Law Filings
– Most corporate petitions are Chapter 11 Reorganizations
– Location of Federal Bankruptcy Court
• State of Incorporation or Place of Business
– Delaware and Southern District of New York are the
major jurisdictions
• State Tax Creditors thus are potentially subject to the
jurisdiction of a federal court for resolution of disputes rather
than state courts or state administrative tribunals
– In the usual case, management of company remains in control of
day-to-day operations in position of a fiduciary with the rights
and responsibilities of a trustee
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

Automatic Stay: The “Time Out”
– Triggered on filing of a petition
– What it does:
• Prohibits enforcement actions such as imposing a lien,
collecting on an assessment and commencing or continuing an
administrative proceeding.
• Does not require debtor to pursue remedies at administrative
level or state court level but should preserve remedies
– What it doesn’t do:
• Does not prohibit the government from commencing or
continuing an audit, demanding tax returns, issuing an
assessment and even issuing a demand for payment of an
assessment but
– Precludes a lien that would otherwise attach as a result of
an assessment.
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

The Discharge
– Does bar all Pre-petition taxes and other claims unless:
• State tax creditor files a proof of claim. Section 1141(d)(1)
– Does not bar claims against a corporation
• Tax where corporate debtor (See Section 1141(d)(1) and (6) of
the Bankruptcy Code, 11 U.S.C. Section 1141; unless otherwise
stated all reference to Section are the Bankruptcy Code)*
– Made a fraudulent return
– Willfully attempted in any manner to evade or to defeat such
tax
– Did not file a return
– Did file a return after the date the return was due as the
date may be extended and within 2 years of the filing of the
petition (also applies to escheat claims)
• Claims against officers, shareholders and employees of debtor
• Claims where creditor is not given notice of bar date
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

The proof of claim
– The means for a creditor including state and local governments
for presenting claims (Section 501)
– Gives jurisdiction to the Bankruptcy Court to resolve the claims
28 U.S.C. Section 1341
• Waiver of sovereign immunity (Section 106(b))
– Tax/escheat claims usually filed by a division of state revenue
department or of the attorney general’s office that focuses on
bankruptcy proceedings.
– Bar Date for filing a proof of claim
• Usually 180 days after filing of petition (Section 502(b))
• Creditor must seek leave of court to file a proof of claim or to
amend a proof of claim after the bar date (Bankruptcy Rule
9006)
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

Objections to proof of claims
– Deadline provided for debtor to file an objection to proof of claim
with Bankruptcy Court
– Failure to file objection by deadline means that the claim is
deemed allowed. (Section 502)
– When objection filed
• Short of a resolution by Debtor and Creditor
– Bankruptcy Court holds a hearing to determine the
amount of the claim to be allowed. (Section 502(b)).
– Creditors’ Committee and other interested parties are
allowed to participate in the dispositive hearing
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

Payment/Priority of Claims
– Paid pursuant to the confirmed Bankruptcy Plan
– Subject to the Bankruptcy Code
– Payment of tax escheat claims according to certain status
• Secured claims: first priority with regard to assets secured by
the lien
– Aside from property tax claims most state tax claims and a
few state statutes regarding corporate tax claims, most
state tax and escheat claims are unsecured claims
• Priority claims (Section 507)
– As its name signifies these claims are paid prior to the
payment of general unsecured claims
– Include wages, certain suppliers of products and the
professionals employed by the Debtor in the bankruptcy
proceeding
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

Priority Claims of Government Agencies (Section 507(a)(8))
– Income or gross receipts taxes for a tax year ending on or before
the filing of the petition, if
• Return was due (after extensions) within 3 years of the petition
filing; or
• Assessed within 240 days before the petition was filed; or
• Not assessed but assessable because the statute of limitations
has not run, unless
– the debtor failed to file a return or filed a return within two
years of the filing, but such claims are not dischargeable in
bankruptcy (See Section 1141(6), incorporating Section
523(a)
– Property tax incurred before the commencement of the case
payable within one year before the date of the filing of the petition
Strafford

13

Bankruptcy Law Principles for
State Tax, Escheat Claims
•

Additional Priority Claims of Government Agencies (Section 507(a)(8))
– Tax required to be collected and withheld and for which the debtor is
liable in whatever capacity.
• Includes sales tax but not use taxes
• Likely includes required withholding of employee’s income taxes
– Employment taxes on wages, salaries, compensation
• Would include required unemployment contributions
– Excise tax on:
• A transaction occurring before the petition date and a return is
not required to be filed or if required to be filed is last due (after
extension) within 3 years prior to the filing of the petition.
• Note more narrow group of claims than for income tax/gross
receipts.
– TX margin tax and WA B & O Tax are deemed excise taxes
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

•

Additional Priority Claims of Government Agencies
– Penalty on one of the taxes listed above but only if compensatory.
• Most penalties for state taxes do not fit within this category.
– Taxes incurred post-filing of bankruptcy—together with penalties
thereon—are administrative expenses. (Section 503(a)(2)
• Proof of claim is not required to be filed by a government
agency
What are not Priority Claims
– Escheat obligations
– Use Tax Obligations
– Interest on the taxes (indeed, interest may not accrue during the
pendency of bankruptcy proceeding. (Section 502(b)(2))
– Workers’ compensation premiums
– USF charges
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Bankruptcy Law Principles for
State Tax, Escheat Claims
•

Plan of Reorganization
– Debtor has exclusive right to file within 120 days
– Designates classes of claims. amounts to be paid to each
creditor, and the order of the payment
• Based on creditors in the following classes: Secured,
Unsecured entitled to Priority; General Unsecured; and
Equity Security Holders
– Provides for the discharge of pre-petition debt, except for specific
allowed claims
• Provides a mechanism for resolution of claims (if still open)
once the Debtor emerges from bankruptcy
– Subject to approval of Bankruptcy Court after notice and hearing
– Court retains authority to resolve claims and to make sure that
plan was properly implemented
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Negotiating Settlements with a
State Tax Agency

By
Martin Eisenstein
meisenstein@brannlaw.com
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Resolution of Claims
•

The good news and the bad news.
– The bad news is that the Debtor has encountered significant
financial issues.
– The good news is that bankruptcy provides practitioners an
opportunity to resolve state and local tax claims and escheat
obligations in a favorable way
• Removes “home court” advantage of state tax agencies
• Is a “relatively” expeditious proceeding as compared to the
labyrinth of state tax administrative and court proceedings
• State tax agencies are less concerned about a settlement
that creates a bad precedent for other taxpayers or that they
need to follow the “one size fits all”
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Resolution of Claims
•

•

The good news regarding settlement of claims
– Your “dance partner” tend to be more objective and try to reach a
fair result.
– Frequently the attorneys representing the tax agency are from the
Attorney General’s office, and have more independence than inhouse counsel.
Points of leverage
– Threat of litigation, where the result is uncertain
– A government agency prevailing on the claim does not mean
recovery of payment
• May be a Pyrrhic victory since payment of a claims is usually not
100 cents on the dollar.
• If claim is not a priority claim, then payment can be made over
time if it is an allowed claim and oftentimes at low interest rates
– Settlement can call for payment within a shorter period of
time than would be the case under the bankruptcy plan
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Resolution of Claims
•

Points of leverage
– Negotiation regarding whether the claim is a priority claim
• Eliminating penalty because not a priority claim
• Is the tax an excise tax or a gross receipts tax
– If the Debtor did not file an income tax return, it is treated
as a priority claim.
– If the Debtor did not file an excise tax return, it is not
automatically deemed a priority claim.
» The excise tax must have occurred on a transaction
that occurred within 3 years of the filing of the
petition
» A longer lookback period for income tax claims
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Resolution of Claims
•

Points of leverage
– Limiting the recovery to the proof of claim as filed, as opposed to
the assessment, such as
• The amount set forth in the proof of claim by year
• The kind of tax
– Income tax vs. excise tax
» On one hand states want characterization of their
taxes as not income taxes to avoid PL 86-272.
» On the other hand, characterization as income taxes
provides the state a longer lookback period
• The company against which the proof of claim is filed
• The characterization as priority
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Resolution of Claims
•

•

Points of leverage
– Litigation permits other interested parties (e.g. the Creditors’
Committee representative) to participate and the state may want
to avoid being overwhelmed by a number of interested parties,
each having an opportunity to raise issues to the State’s right to
recovery.
– Arguably the state has the burden of proving its entitlement to
relief.
– The Bankruptcy Court may have sympathy for the Debtor, at
least more than the state administrative tribunal or state court.
Normal time for settlement
– Near the time of the objection deadline
• Objection deadline oftentimes continued to permit settlement
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Resolution of Claims
•

Settlement agreement
– Comparable but not identical to a closing agreement with a
State.
– May require court approval depending on the stage of the
proceeding (i.e. before debtor emerges from bankruptcy).
– Typical Plan will spell out if Bankruptcy Court is required to
approve a settlement agreement after the Debtor has emerged
from bankruptcy.
– May require input from the Creditors’ Committee.
– Should bar future claims against debtor and its officers, directors,
agents and employees
• Discharge in bankruptcy does not cause release of claims
against persons other than Debtor
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Bankruptcy Court Authority
to Determine Claims

By
Jamie Szal
jszal@brannlaw.com
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Bankruptcy Court Authority
to Determine Claims
A bankruptcy court’s authority to determine state tax claims occurs in three
instances.
1. Approving a settlement between the debtor and the government
agency.
2. After a hearing on objections by the debtor or another party in interest
to any proof of claim.
a.

3.

Bankruptcy Code § 502(b)

The bankruptcy court “may determine the amount or legality of any
tax,” except a tax that has been “contested before and adjudicated by
a judicial or administrative tribunal of competent jurisdiction before the
commencement of the [bankruptcy] case.”
a.

b.

The bankruptcy court may also adjudicate claims for tax refunds as long as
its determination is made more than 120 days after the debtor requested
that refund from the governmental entity.
Bankruptcy Code § 505(a)(1).
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Limits on Bankruptcy Court Authority
1.

Whether there has been an adjudication by a judicial or administrative
tribunal of competent jurisdiction before the petition was filed.
a. If so, then the court does not have authority to resolve the issue.
2. Bankruptcy courts should abstain only “upon a showing that uniformity
of assessment is of significant importance.”
a. In re New Haven Projects Ltd. Liability Co., 225 F.3d 283, (2d Cir.
2000); In re Fairchild Aircraft Corp., 124 B.R. 488 (W.D. Tex. 1991)
(bankruptcy courts may abstain from determining state tax liability,
particularly where “uniformity of assessment” concerns are
implicated — e.g., where the valuation method used by the
appraisal district is being attacked).
b. In re Fairchild Aircraft Corp., 124 B.R. at 491 (citing H.R. Rep. No.
595, at 356; In re Diez, 45 B.R. 137, 139 (Bankr. S.D. Fla. 1984));
In re Super Van, 161 B.R. 184, 190 (Bankr. W.D. Tex. 1993).
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Limits on Bankruptcy Court Authority
Bankruptcy courts should abstain only “upon a showing that uniformity
of assessment is of significant importance.”
a. Arkansas Corp. Commission v. Thompson, 313 U.S. 132, 14245 (1941) (relating to property taxes; “it is difficult to believe
that it would not be seriously argued that Congress . . .
intended to impose upon the bankruptcy court the unusual
power and delicate duty of trying out afresh the facts found by
the state” relating to tax assessments). See also Burford v. Sun
Oil Co., 319 U.S. 315, 63 S.Ct. 1098, 87 L.Ed. 1424 (1943).
i.
A bankruptcy “policy of revising and redetermining tax
valuations” contradicts the long-standing policy of “federal
non-interference with the taxing power of states.”
ii. Decision of arguably limited use outside the property tax
arena, which was the tax at issue in the case.
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Objections to State
Proof of Claims
By
Jamie Szal
jszal@brannlaw.com
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Potential Objections
•

Timely filed proofs of claim by state and local tax authorities may be entitled to
priority.

•

Debtors have a variety of arguments to challenge whether they are:
–
Priority claims
–
Timely filed; or
–
Properly filed.

•

Lawyers representing debtors should pay close attention to facts such as
–
The date when the claim is filed,
–
The type of tax identified in the claim,
–
The tax periods covered by the claim,
–
Whether the state reserved any right to amend subject to a pending audit,
or
–
Whether the claim is an amended one.
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Is the Proof of Claim Entitled to Priority?
• Bankruptcy Code § 507(a)(8) – Proofs of Claim
filed by government entities
– Priority of proofs of claim for states or
localities for tax liabilities turns on factors
such as the tax type itself, as well as several
key dates
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Is the Proof of Claim Entitled to Priority?
•

Not every type of tax is entitled to priority. Only the following types of
tax are eligible:
– Income or gross receipts,
– Property taxes,
– Taxes the debtor is required to collect (such as sales taxes) or
withholding (such as payroll taxes); and
– Excise taxes

•

Notably ineligible
– Consumer use taxes
– Telecommunication taxes
– Utility fees
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Is the Proof of Claim Entitled to Priority?
• The type of tax also plays an important role in determining the
tax years entitled to priority. “Old and cold” tax liabilities are not
eligible for priority, but the definition of stale claims varies by type
of tax.
• § 507(a)(8)(A) provides that income tax and gross receipts tax
liabilities are granted priority status three circumstances:
1.
2.
3.

The tax return was due (including extensions) within the threeyear lookback period from the date the petition was filed;
The liability was assessed within the 240-day lookback period
before the filing of the petition; or
The liability was not assessed by the date the petition was filed,
but was still assessable under applicable state law.
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Is the Proof of Claim Entitled to Priority?
• Bankruptcy Code § 507(a)(8)(A) does give a state two alternative bases
to assert priority status for income tax claims regardless of the due date
of the tax returns.
• Subsection (A)(ii) - priority status if the state had assessed the
income tax within the 240-day period before petition is filed.
• Subsection (A)(iii) - priority to claims that were assessable by the
state post-filing under its law — i.e, state or local statute of
limitations has not otherwise expired.
– In re Hillsborough Holdings Corp., 116 F.3d 1391 (11th Cir.
1997);
– In re Proxim Corporations et al., 369 B.R. 812 (D. Del. 2007);
– In re King, 961 F.2d 1423, 1426 (9th Cir. 1992).
– At least one case has concluded that subsection (a)(8)(A)
refers to income tax liabilities that were not yet assessed,
though were still assessable under state law because the
returns were under audit. In re Fein, 22 F.3d 631, 632 (5th Cir.
1994).

Strafford

34

Is the Proof of Claim Entitled to Priority?
• Bankruptcy Code § 507(a)(8)(E) - Excise Tax liabilities,
– A proof of claim is entitled to priority in only one
instance.
– The liability must relate to tax returns that were due
(including extension) within three years of the filing of
the petition.
• Property taxes and employment taxes are subject to the
same three-year lookback period. Other taxes are not so
limited.
– Bankruptcy Code § 507(a)(8)(B), (D), (E).
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Is the Proof of Claim Entitled to Priority?
• Bankruptcy Code § 507(a)(8) (A), (D) and (E) turn on the
date that a tax return is due, taking into account any
applicable valid extensions, not the date the return is
actually filed
– Be aware of the COVID-19-related extended due dates for filing
income tax returns adopted by virtually every state for the 2019
returns, the growing number of extensions for 2020, and the
impact those extended due dates have on claim priority

• Liabilities relating to returns that are filed late, but within
that three-year lookback period, are not necessarily
entitled to priority

Strafford

36

Is the Proof of Claim Entitled to Priority?
• Unlike income and gross receipts taxes, excise and
employment taxes are not given priority status even
though the state retains the power to assess — or has
assessed within the 240-day period before the petition
filing.
– 11 U.S.C. section 507(a)(8)(D) and (E).
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Can the Agency Amend Its Proof of Claim?
• Neither the Bankruptcy Code nor the bankruptcy rules
refer to amending a proof of claim.
• In practice, creditors are permitted to amend claims;
– Bankruptcy Form 410 Proof of Claim
• Question 4 - Whether the claim amends one already filed?

• If a claim is properly amended, it supersedes the initial
claim.
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Can the Agency Amend Its Proof of Claim?
•

The bankruptcy court has discretion to determine whether to permit
a late-filed claim
– Most amended claims are filed after the bar date, and evaluated
under the late-filed claim criteria.
• Amendments should not be used as back-door bar date extensions,
– Would allow a creditor to “effectively help itself to automatic
extensions of the bar date without seeking leave of the court.”
– A government creditor that had an “unqualified right after the bar date to
amend proofs of claim dramatically” would render the bar date
“meaningless.”
• In re Stavriotis, 977 F.2d 1202, 1206 (7th Cir. 1992).
• United States v. Jones, 2000 WL 1175717 (W.D. Mich. June 28, 2000)
(unreported) (chapter 13 debtor filed protective claim on behalf of IRS; after
plan confirmed, IRS filed proof of claim, increasing amount of claim).
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Can the Agency Amend Its Proof of Claim?
•
Bankruptcy Rule 9006(b)(1) gives the court discretion to enlarge the time to file
claims “where the failure to act was the result of excusable neglect.”
•

“Excusable neglect” standard - an equitable determination based on 4 factors:
1. The danger of prejudice to the debtor;
2. The length of the delay and its potential impact on judicial
proceedings;
3. The reason for the delay, including whether it was within the
reasonable control of the movant; and
4. Whether the movant acted in good faith.
• Pioneer Investment Services Co. v. Brunswick Associates Ltd. Partnership,
507 U.S. 380, 389 (1993).

•

The faster a tax authority moves to amend a timely filed initial claim, the more
likely that a court will allow the amendment.
• In re Bishop, 122 B.R. 96 (Bankr. E.D. Mo. 1990).
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Can the Agency Amend Its Proof of Claim?
•

A critical factor remains the degree to which the state provided
notice, if at all, to the debtor of the possibility that the state may
amend the claim

•

States will often provide notice in the initial proof of claim by
reserving the right to amend pending an audit’s outcome.
– A state can attach an addendum to the proof of claim, stating in
narrative form that the proof of claim is estimated and may be amended
based on the results of a pending audit.
– A state may also use a letter identifier on the proof of claim schedule,
incorporating a key code legend for each line on the tax liability
schedule.
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Can the Agency Amend Its Proof of Claim?
•

Sample proof of claim used by Texas:
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Did the Government Creditor
Take the Proper Steps to Amend?
•

Amending a claim is not as simple as filing a new Form 410, “Proof
of Claim,” and marking “yes” in response to Question 4.

•

A tax agency that seeks to amend its proof of claim after the
government bar date must file a motion seeking permission from the
bankruptcy court.
– Fed. R. Bank. P. 9006(b):
• Subsection (b)(1) requires a motion.
• Subsection (b)(3) - bankruptcy court’s authority to allow an
amendment after the bar date arises “only to the extent and
under the conditions stated” in the applicable rule,
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Can a Government Creditor Amend Its Claim to
Add Another Tax Type or Tax Year?
•

It is not enough for a state agency to claim that “you, business, owe
me some tax.”
– A tax authority should be held to all the details of the original
claim, such that each tax period (and tax type) is treated
effectively as a separate claim.
– It should not be permitted to amend the claim by adding an
additional tax period or a new tax type.
• The devil lies in the details. States should not be permitted to
aggregate the value of their claims and apply the value, in
aggregate, to the audited liability of a single tax year.
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The Scope of the Limitations on the
Dischargeability of Debt in Bankruptcy Under
11 U.S.C. § 1141(D)(6)
•

The ultimate question in any bankruptcy proceeding is how much
the debtor will be relieved from outstanding debts – i.e., discharge
• The confirmed bankruptcy plan of a corporate debtor does not
discharge tax debt in circumstances in which the corporation
“willfully attempted in any manner to evade or defeat such tax.”
– 11 U.S.C. § 1141(d)(6)(B)(ii)

•

Two key principles favor dischargeability.
1.
2.

•

A tax agency — like any other creditor — bears the burden of proving
nondischargeability.
Exceptions to discharge are strictly construed in favor of the debtor.

The philosophical design of bankruptcy to provide a “fresh start”
supports a strict, narrow interpretation of the exceptions. Broadly
interpreting section 1141(d)(6)(B)(ii) would dilute this policy.
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The Scope of the Limitations on the
Dischargeability of Debt in Bankruptcy Under
11 U.S.C. Section 1141(D)(6)
• Bankruptcy Abuse Prevention and Consumer Protection
Act of 2005
– Added 11 U.S.C. § (d)(6)(B)(ii)
– The legislative history and committee reports on the
bill suggest that this subsection was adopted to
narrow what historically was a very broad grant of
bankruptcy relief to corporations.
• See P.L. 109-8 section 708, 119 Stat. 23.
• Bankruptcy Code Manual section 1141:33.
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The Scope of the Limitations on the
Dischargeability of Debt in Bankruptcy Under
11 U.S.C. Section 1141(D)(6)
• No reported decision addresses section 1141(d)(6)(B)(ii).
• The wording of section 1141(d)(6)(B)(ii), however, is
almost identical to the language of 11 U.S.C. section
523(a)(1)(C):
– “A discharge under section . . . 1141 . . . does not
discharge an individual debtor from any debt for a tax
or a customs duty . . . with respect to which the debtor
. . . willfully attempted in any manner to evade or
defeat such tax.”
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The Scope of the Limitations on the
Dischargeability of Debt in Bankruptcy Under
11 U.S.C. Section 1141(D)(6)
• The courts have adopted a three-part test under § 523.
• A debtor willfully attempts to evade or defeat a tax in
which the debtor:
1. Had a duty to pay the tax;
2. Knew of the duty; and
3. Voluntarily and intentionally violated the duty.
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The Scope of the Limitations on the
Dischargeability of Debt in Bankruptcy Under
11 U.S.C. Section 1141(D)(6)
Examples of conduct that suggest willful intent:
• Implausible or inconsistent explanations of behavior;
• Inadequate financial records;
• Transfers of assets in the face of serious financial difficulties;
• Failure to file returns while engaging in lavish expenditures or
paying other creditors with the tax funds;
• Affirmative acts to avoid payment; and
• Failure to act in a timely fashion following notification of liability from
the tax authority.
Failure to file a return with nothing more — such as also creating a
shell entity or resorting to a particularly high volume of cash
transactions — is generally not considered “willful evasion.”
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Best Practices for
Counsel and Tax
Practitioners
By
Martin Eisenstein
meisenstein@brannlaw.com
and

Jamie Szal
jszal@brannlaw.com
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Best Practices for Counsel
and Tax Practitioners
1. Make sure claims agent (e.g., Duff & Phelps, etc.) notifies all state
and local governments of the petition and the bar date
a. Make sure to include tax agencies and the agencies that
administer escheat laws
2. Read the Claim. Read the Claim. Read the Claim.
a. Determine the applicable limitations:
i.
By Year
ii. By Tax Type
iii. By Amount
iv. By Priority
v. Additions to tax (interest, penalties, fees)
vi. Whether it is an original or amended claim
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Best Practices for Counsel
and Tax Practitioners
3. Identify the priority claims vs general unsecured claims
4. Work with client to develop responses to claims
a. Oftentimes the filer of a claim does not have
adequate knowledge of the underlying claim and its
merits, but understands bankruptcy law
5. Work with debtor bankruptcy counsel to make sure
bankruptcy plan properly provides for objections to
state/local tax and escheat claims as well as
classifications for claims
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Best Practices for Counsel
and Tax Practitioners
6. Reach out to bankruptcy counsel for state or local
agencies before filing an objection
a. If unable to reach a negotiated resolution, file
objections with bankruptcy court
7. Work with debtor bankruptcy counsel to properly
address potential objections to settlements by creditors
committee and other stakeholders
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Any Questions?
Martin Eisenstein
meisenstein@brannlaw.com

Jamie Szal
jszal@brannlaw.com
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