Bankruptcy as a Tool to
Handle Crushing Tax Debt

By John D. Faucher

ATT PLUMMER1 WENT INTO
business with two other
partners, brokering flowers
from fields in Santa Barbara and
Ventura Counties to wholesalers in Los
Angeles. Business went well for two
years, then suddenly took a nosedive
because of the recession and the
business’s failure to make effective
decisions. The partnership split up,
and Plummer found a job running a
Von’s florist shop, trying to forget about
his failed business venture.
The IRS did not forget. It audited
the partnership, and determined that
the partnership had underreported

M

income by $1 million in 2007, its last
year of operation. When it looked at
the partnership agreement provided
by the tax matters partner, the IRS
determined that Plummer, a one-third
shareholder, was allocated 90 percent
of the income (his former partners
didn’t try to change the IRS’s mind,
though this allocation was far from
reality). Plummer’s tax bill, announced
via a statutory notice of deficiency,2
amounted to $700,000 including
penalties and interest. At the time
of the audit, Plummer was making a
yearly salary of $45,000.
Plummer went straight to a tax
lawyer, Kimball Maher, to straighten
things out. He had good reason to

fight the IRS: the auditor had not
considered costs of goods sold, and
the revised partnership agreement
actually gave Plummer a 10 percent
share in the partnership’s income.
Maher advised that Plummer had a
winner of a case: he was highly likely
to prevail and have the IRS or the Tax
Court agree that he owed no extra
tax for 2007. However, this would
only occur after a two-year litigation
process that could cost up to $75,000,
with an up-front retainer of $20,000 to
start on the work. Plummer didn’t have
that kind of money.
Maher knew another avenue
to deal with a delinquent tax bill:
bankruptcy. Plummer would need
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to live with a crushing tax bill for a
specified period, then could wipe
it clean away with a bankruptcy
discharge. If he did it right, the IRS
would have to leave him alone.
The six tests for discharging
taxes in bankruptcy lie in 11 U.S.C.
§523(a)(1) and 11 U.S.C. §507(a)(8).
The first three of these tests mostly
challenge our arithmetical abilities: If the
taxpayer wants to discharge an income
tax, that tax must be from a return
that was due more than three years
before the bankruptcy petition date,3
and was actually filed more than two
years before the bankruptcy petition
date.4 The tax must also not have been
assessed less than 240 days before the
bankruptcy petition date.5
In addition to the three arithmetic
rules above (the three-year, two-year,
and 240-day rules), a tax must meet
three other rules to be discharged in
bankruptcy. The tax must not relate to a
period where the taxpayer never filed a
tax return,6 nor to a tax return that was
fraudulent.7 Finally, the taxpayer must
never have attempted to “evade or
defeat” the tax.8
Plummer chose not to fight the
IRS. He accepted the audit results by
signing a “consent to assessment”
form and sending it back to the IRS. A
month later, Maher ordered an account
transcript from the IRS to see when it
received the consent, and therefore the
date of the assessment.
Maher didn’t forget that there
was another tax authority to satisfy
as well: the California Franchise Tax
Board (FTB). Based on the audit
results, Maher told Plummer to prepare
an amended state return and mail it.
Plummer dragged his feet, and before
he was able to file his amended return,
the FTB used the IRS’s results to issue
a Notice of Proposed Assessment
showing $300,000 owing for the 2007
tax year.
The same 240-day rule applies
to the FTB as to the IRS. However,
when the FTB issues a Notice of
Proposed Assessment, it does not
www.sfvba.org

give the taxpayer a chance to agree
with it. The proposed assessment is
not final until 60 days after the notice,
and there is no way to speed up that
process. Plummer had to wait 300
days, not 240, from the Notice of
Proposed Assessment until he was
able to file bankruptcy and discharge
his $300,000 debt. Had he mailed in
his amended return, he would have
needed to wait only 240 days from the
date the FTB received it.
So Maher got account transcripts
from both the IRS and the FTB, and
counted 240 days from the dates of
final assessments to determine when
to file the bankruptcy. In the meantime,
the taxing authorities started their
collection processes. Indeed, the whole
point of the time limits on discharging
taxes is to allow the tax authorities
some time to use their tender mercies
against the taxpayer.
Good practitioners know that
bankruptcy is only one of many tools
to use against the tax authorities. Until
a taxpayer qualifies to discharge a
tax, there are other ways to keep him
financially alive.
The best tool for Plummer’s
situation was an installment agreement
(like a truce between the tax authority
and the taxpayer). The taxpayer agrees
to make a regular monthly payment,
and the tax authority agrees to not
do anything else too painful, like levy
wages. The monthly amount is based
entirely on the taxpayer’s income and
ability to pay; there are guidelines to
determine what expenses are allowed.
Maher called the IRS and told
the revenue officer his strategy: he
wanted an installment agreement.
The collection officer (collectors are
officers, auditors are revenue agents)
agreed that there was little point in
trying to collect much of this debt
from Plummer; he took some financial
information, and with four months left
to go, put him in uncollectible status
(known to IRS collection officers as
status 53) rather than an installment
agreement. The IRS was willing to
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just walk away from this taxpayer,
knowing it would never get a dime
from Plummer.
Plummer was uncollectible because
he had no extra income, and one reason
he had no extra income was that the
FTB was already taking that income.
The FTB has a hard time competing with
the IRS: it has much fewer resources
to audit taxpayers and collect tax.
However, whenever it gets a competitive
advantage over the IRS, it won’t let go.
Here, the FTB’s revenue officer started
garnishing Plummer’s wages almost
immediately, taking 25 percent of his
take-home pay. The revenue officer
would not consider an installment
agreement, even knowing that Plummer
would file bankruptcy soon and that
the garnishment would never pay more
than tiny part of the $300,000 debt.
The only installment agreement he
would consider would be one that paid
more than the garnishment was already
collecting, even if FTB guidelines would
have allowed a much lower payment.

30

Valley Lawyer

■

JULY 2014

The FTB takes such a hard line
because it stands in a very different
situation to the taxpayer than the IRS
does. The IRS feeds money to the U.S.
Treasury, the largest pot of money in
the world. And money doesn’t really
mean the same thing to the Treasury
that it means to any other entity:
dollars returning to the Treasury is
like water returning to the ocean, or
electricity returning to ground. Because
the government can always just print
money, the Treasury doesn’t really miss
money that isn’t paid to it.
The FTB, however, feeds the state
treasury, and that entity needs real
dollars. Its bank accounts have actual
balances in them, and those accounts
can become overdrawn. It is almost
unthinkable that the U.S. Treasury would
need to write an IOU for a practical,
rather than a politically motivated,
reason; California has needed to do
so. The state needs tax dollars much
more immediately than the federal
government does.

Maher waited the requisite 240
days on both assessments, then
filed Plummer’s case. The case went
smoothly: Plummer answered questions
at his Meeting of Creditors; the trustee
issued a no-asset report; no one sued
him for nondischargeability of a debt;
he took his financial management
course. After the discharge was issued,
Maher called the special procedures
personnel at both tax authorities to find
out whether Plummer’s 2007 liability
was discharged. The IRS agent agreed
immediately that it was; the FTB did
not make its determination until six
months later, after sending a bill for the
$300,000 liability and then saying, in
effect, “never mind.”
But there is no judicial
determination that the 2007 taxes
are discharged: there are merely
notations on an account transcript,
notations that the IRS or FTB can go
back and administratively change if
they later decide that Plummer’s 2007
liability didn’t actually meet all six
dischargeability tests.
Few people can disagree about
four of the tests: either the appropriate
amount of time passed or it didn’t.
As for fraud, a tax return is presumed
legitimate until a taxing authority proves
it fraudulent, a proceeding that usually
takes place outside the bankruptcy
court and that almost no one involved
with can ignore.9
There can be some initial ambiguity
over whether a taxpayer actually filed
a return. If the IRS starts an audit and
the taxpayer has not filed a return for
that year, it will request a return from the
taxpayer. If the taxpayer doesn’t provide
one, the IRS will eventually prepare a
substitute for return and assess the
amount of tax it believes is owed.10 The
taxpayer then loses the opportunity to
file his own return. Tax owed for that
tax year is never dischargeable.11 If the
taxpayer is able to file a return in the
audit that the IRS accepts, then the
taxpayer has filed a return and the tax
year is dischargeable.
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The final test raises the most
ambiguity: did the taxpayer attempt to
evade or defeat such tax? Because it is
in the same sentence with “fraudulent
return,” most people reading this
section for the first time believe that
it is reserved for people who have
done really bad things. But evasion
can turn out to be surprisingly easy
to do: choosing to spend money on
a vacation, for instance, at a time
when you knew you owed tax can be
evasion.12
If Plummer wanted a judicial
determination about his taxes being
discharged, he could have gotten it
by filing an adversary proceeding–a
complaint for declaratory relief–in the
bankruptcy court. In California, the
IRS is willing to stipulate to the first five
dischargeability tests.13 It is not willing
to stipulate to the “evade or defeat”
test, explicitly reserving its right to later
challenge the dischargeability of the
tax based on evidence it does not
currently have.
That reservation of rights may
not matter much in practice. The tax
authority has the burden of proving
the attempt to evade or defeat a
tax. People file bankruptcy and get
discharged because they genuinely
have few resources. It is impractical for
the government to spend much effort
trying to collect taxes from someone
who has admitted financial defeat and is
rebuilding his or her life.
Generally, the IRS sees itself as a
law enforcement agency. It relies on
the cooperation of the vast majority of
its citizens to self-report and pay their
taxes. It is not interested in ruining
people’s lives so long as they make the
attempt to comply with its requirements.
So long as Plummer does not become a
tax protestor, he can expect to have the
IRS and FTB leave him alone, be free of
his tax debt for the 2007 year, and look
forward to being a productive member
of our competitive economy.
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