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introduction
Even with the limitations placed on Chapter 7 
bankruptcy filings due to the Bankruptcy Abuse 
Prevention and Consumer Protection Act of 2005, 
many individuals still consider Chapter 7 to be an 
option in order to discharge their liabilities—and 
particularly their federal tax liabilities.

In particular, financially distressed professional 
practitioners and small business owners look to 
a Chapter 7 liquidation as a relief to their federal 
tax liabilities. But, the question of which individual 
tax liabilities are—and are not—discharged in a 
Chapter 7 filing is answered by a particularly com-
plex set of Bankruptcy Code rules.

This discussion summarizes the factors the indi-
vidual debtor (and his/her professional advisers) 
should consider when assessing the costs and the 
benefits of an income tax discharge in a Chapter 7 
bankruptcy proceeding.

chaPtEr 7 GEnEral 
considErations

The objectives of the bankruptcy law are two-fold:

1. To provide a fresh start to debtors

2. To provide equitable treatment among cred-
itors.

Chapter 7 of the U.S. Bankruptcy Code contains 
liquidation rules that may be used by individual 
debtors seeking an orderly resolution of their debt.

Only individuals (and not corporations) can be 
discharged from debt in a Chapter 7 bankruptcy 
proceeding. Corporations seeking relief from their 
creditors can file for reorganization under Chapter 
11 of the Bankruptcy Code.

A trustee is typically appointed in Chapter 7 
cases. The bankruptcy trustee is responsible for 
collecting and, in most cases, liquidating or selling 
the debtor’s nonexempt assets. And, the bankruptcy 
trustee is responsible for distributing the liquidation 
proceeds to the creditors.

In such liquidation cases, the secured creditors 
are entitled to be paid first with respect to the col-
lateral that secures the debtor’s obligations to these 
creditors.

However, the Chapter 7 trustee, whose duty it 
is to maximize the return to the debtor’s unsecured 
creditors, may sell a secured creditor’s collateral—if 
the asset is worth more than the security interest—
in order to capture the excess value for the estate.

Any estate assets remaining after all Chapter 7 
priority claims are paid in full are then distributed 
to the debtor’s general unsecured creditors. Debts 
that the estate does not pay but that are discharged 
in the Chapter 7 proceeding are uncollectible.

Creditors are prohibited from taking action 
against the debtor to recover such debts. However, 
debts that are not paid and that are excepted from 
discharge remain liabilities of the individual debtor 
following the Chapter 7 bankruptcy.

Individual debtors often consider a Chapter 7 
bankruptcy in order to obtain relief from tax obli-
gations owed to the federal government. However, 
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the discharge of such tax debts is subject to precise 
timing rules. In many cases, these rules restrict 
the individual debtor’s ability to eliminate the tax 
obligations. 

Other bankruptcy provisions, such as the treat-
ment of perfected federal tax liens and the rules 
regarding property abandoned by the estate, may 
limit the effectiveness of bankruptcy to provide an 
individual debtor with tax relief.

Federal Tax Lien Filing Notice
Even when an individual debtor is eligible for the 
discharge of federal income tax debt, a Chapter 7 
proceeding will not eliminate tax debt if a notice of 
federal tax lien (NFTL) is properly filed before the 
bankruptcy petition was filed.

The effect of the NFTL is to convert the IRS into 
a secured creditor. This NFTL notice allows the IRS 
to enforce the lien against the individual’s prepeti-
tion assets, even if the tax debt itself is discharged. 

In that case, exempt assets that the individual 
would otherwise be allowed to keep in the bank-
ruptcy could be lost to the payment of taxes.

The possibility of an NFTL affects the Chapter 
7 petition timing. An individual debtor seeking to 
avoid a loss of assets (that the bankruptcy exemp-
tion rules would otherwise allow the debtor to keep) 
should file for bankruptcy before the IRS files the 
NFTL.

However, filing the bankruptcy petition too soon 
may limit which tax obligations can be discharged.

Postpetition Taxes
An individual’s postpetition taxes survive the 
Chapter 7 bankruptcy. The bankruptcy debt dis-
charge only applies to debts arising before the date 
of the order for relief.

For example, a calendar-year individual taxpayer 
who petitions for Chapter 7 relief on November 30, 
2011 is liable for his/her 2011 income taxes. This is 
because the amount of income taxes due cannot be 
calculated until year end. And, the obligation to pay 
the income taxes does not arise until April 15, 2012.

Under Internal Revenue Code Section 1398, the 
individual may elect to close his or her tax year the 
day before the bankruptcy filing. An individual who 
makes the Section 1398 election must file two tax 
returns for the bankruptcy year.

The taxes owed before the bankruptcy represent 
a priority claim against the estate. These taxes will 
be paid if there are sufficient assets in the estate. 

This tax payment may be made at the expense 
of the general unsecured creditors (whose unpaid 

claims will be discharged by the Chapter 7 filing). 
This occurs because the estate assets available to 
satisfy those debts are reduced by any amount paid 
to the Internal Revenue Service.

If the bankruptcy estate does not have suffi-
cient resources, the priority tax obligation is not 
dischargeable. Then, the tax liability remains an 
obligation of the individual debtor.

The benefit of the Section 1398 election depends 
on several factors, including the following:

1. The likelihood that the bankruptcy estate 
can pay the short-year prepetition tax lia-
bility

2. The individual’s tax situation in the year of 
the bankruptcy filing.

For example, an individual with a capital loss in 
the portion of the tax year before the bankruptcy 
petition filing may not want to elect Section 1398. 
Rather, that individual may want to retain the capi-
tal loss for use in later tax years.

Abandoned Property Tax Impact
The Chapter 7 trustee’s authority to abandon prop-
erty can also complicate any potential income tax 
relief. This complication relates to the potential 
income tax liability that results when the aban-
doned property is subject to debt that exceeds the 
property’s tax basis.

An example of this complication is presented in 
the In re Barker decision.1 In that judicial decision, 
the court approved the abandonment of noncash 
collateral of individual former debtors.



78  INSIGHTS  •  SUMMER 2012 www .willamette .com

The collateral assets included real estate, cattle, 
crops, and depreciated farm machinery. After the 
foreclosure sale, the individual debtors would owe 
capital gains tax of almost $186,000.

The Court in the In re Barker decision noted the 
following:

[I]t makes no difference whether the trans-
fer of the property results from a traditional 
sale of the property or through foreclosure 
of a lien against the property. Where such 
property is fully encumbered by liens, or 
nearly so, the owner of the property may 
see little or none of the sale proceeds and 
will need to pay the resulting taxes from 
other resources. . . . 

     There can be no doubt that it is a bitter 
pill to endure a business failure followed by 
a bankruptcy proceeding and to come out 
the other end owing a $185,901.00 capital 
gains tax debt.

Nondischargeable Taxes
Certain taxes are not dischargeable in a Chapter 7 
bankruptcy.

For example, the employer’s share of employ-
ment taxes on wages earned before the bankruptcy 
filing is not dischargeable. State sales tax collected 
by a business are not relieved in a Chapter 7 pro-
ceeding.

These examples are common for the small busi-
ness owner considering the Chapter 7 bankruptcy 
filing.

tax discharGE tiME liMitations
The Bankruptcy Code limits the dischargeabil-
ity of prepetition income tax claims. Under the 
Bankruptcy Code rules, the prepetition tax claim 
dischargeability depends on whether the individual 
taxpayer timely filed the tax return.

Also, the tax claim dischargeability depends on:

1. when the return was due,

2. when it was filed, and

3. when the tax was assessed.

All of the above are compared to the Chapter 7 
petition filing date.

A tax claim is dischargeable only if the tax return 
was due more than three years—and was filed more 
than two years—before the Chapter 7 petition is 
filed. In addition, the tax must be assessed at least 
240 days before the Chapter 7 petition is filed.

A tax claim is not dischargeable if the individual 
debtor never filed the related tax return, or if the 
individual debtor filed a fraudulent return or will-
fully attempted to evade or defeat the tax.

The Three-Year Rule
For income and gross receipts taxes for a year ending 
on or before the bankruptcy petition filing date (i.e., 
a prepetition tax), the tax debt is not dischargeable 
if the tax return is due, including extensions, after 
three years before the petition filing date.

This rule is applied by looking back three years 
from the petition filing date. Any income or gross 
receipts tax for which a tax return was due (includ-
ing extensions) within that three-year period is not 
dischargeable.

The Two-Year Rule
Bankruptcy Code Section 523(a)(1)(B)(ii) denies a 
discharge for tax debts with respect to which a tax 
return was filed after the date on which it was last 
due and after two years before the petition filing 
date.

Like the three-year rule, the two-year rule 
involves looking backward from the petition filing 
date.

The three-year rule looks at tax return due dates 
(including extensions) falling within the three-year 
period preceding the bankruptcy petition filing date. 
In contrast, the two-year rule looks at whether the 
individual taxpayer filed any tax returns late and 
within the two-year period preceding the bank-
ruptcy petition filing, making the related taxes non-
dischargeable.

To qualify for the two-year rule, the tax return 
must:

1. have been filed by the individual debtor and

2. constitute a valid tax return.

The test used by the courts to determine wheth-
er a return filing satisfies the statute of limitation 
also applies for purposes of the two-year rule. A 
document that purports to be a tax return but that 
fails to satisfy the statutory requirements of a return 
is not a “return” under the two-year rule.

The 240-Day Tax Assessment Rule
This timing rule relates to when a tax obligation was 
assessed. An assessment is made by an IRS “assess-
ment officer signing the summary record of assess-
ment.” The summary record identifies the individ-
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ual taxpayer, the character of the liability assessed, 
the tax period, and the amount of tax involved.

Under the Bankruptcy Code rules, prepetition 
income and gross receipts tax debt are not dis-
chargeable if the tax is assessed within 240 days 
before the petition filing date.

Any tax that was not assessed at least 240 days 
before the bankruptcy is filed is not dischargeable. 
Therefore, the 240-day rule is determined based on 
the tax assessment date.

The Bankruptcy Code does not define when tax 
is considered to be assessed. Therefore, the courts 
have looked to federal income tax authority. Under 
the Treasury Regulations “[t]he date of the assess-
ment is the date the summary record is signed by an 
assessment officer.”

Before the Internal Revenue Service assesses 
an additional tax (i.e., a tax not reported by the 
individual on his/her return), it must first send the 
taxpayer a notice of deficiency. The individual tax-
payer may contest the deficiency by filing a petition 
with the Tax Court.

The Service cannot assess the tax until:

1. 90 days following the notice of deficiency (if 
the taxpayer does not file a Tax Court peti-
tion) or

2. any Tax Court determination is final.

A Tax Court determination can occur long after 
the original tax return filing.

To apply the 240-day rule to a tax debt, the tax-
payer debtor must know when the tax was assessed. 
Individuals can obtain assessment date information 
by requesting the taxpayer’s tax account transcript 
for the applicable years from the Service.

unassEssEd but assEssablE 
taxEs

The 240-day rule applies to taxes that were assessed 
before the bankruptcy petition is filed. Taxes that 
were not assessed before the bankruptcy filing but 
that are still assessable after the petition is filed are 
not dischargeable. Therefore, taxes not assessed 
because the general three-year assessment period 
did not expire are not eliminated in bankruptcy. In 
addition, taxes still assessable due to a pending Tax 
Court petition or due to the taxpayer’s statute of 
limitation waiver are not dischargeable.

The Existence of Tax Fraud
Under the three-year, two-year, and 240-day rules, 
it is obviously difficult for an individual taxpayer to 

eliminate tax obligations in a Chapter 7 filing. And, 
a tax that involves fraud or evasion is more difficult 
to discharge.

Under the Bankruptcy Code Section 523(a)(1)
(C), a tax for which the debtor “made a fraudulent 
return or willfully attempted . . . to evade or defeat” 
cannot be discharged.

The existence of tax fraud is determined by con-
sidering all the circumstances, including:

1. whether the individual knew the return was 
false,

2. his or her intent, and

3. whether there was an underpayment of tax.

Interest, Penalties, and Debt Incurred 
to Pay Nondischargeable Taxes

The dischargeability of interest generally follows the 
dischargeability of the underlying tax liability. If an 
unpaid tax debt is discharged in bankruptcy, then 
the interest on that tax is also eliminated. Similarly, 
prepetition interest accrued on a nondischargeable 
tax debt is also nondischargeable.

In Chapter 7, interest continues to accrue on 
a nondischargeable tax claim after filing the bank-
ruptcy petition. If the tax claim is secured under 
Bankruptcy Code Section 506(b), the Service is 
entitled to receive postpetition interest—to the 
extent that the value of the collateral exceeds the 
amount of the tax claim.

The individual debtor remains liable for both 
postpetition and prepetition interest not paid on 
nondischargeable taxes.

In some cases, an individual taxpayer may have 
borrowed money to pay his or her tax debt before 
filing for bankruptcy. The Bankruptcy Code provides 
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that debt incurred to pay a nondischargeable tax is 
also nondischargeable.

thE indiVidual’s PlanninG 
considErations

Given the complex rules governing the discharge-
ability of tax debt in bankruptcy, an individual debt-
or should seek professional legal advice as to how 
much, if any, of the income tax debt is discharge-
able. Because timing is so important in determining 
tax dischargeability, the individual debtor should 
seek professional legal advice as to the best petition 
filing date in order to maximize the income tax debt 
that can be discharged.

The individual debtor should determine how 
much tax, penalties, and interest he or she owes for 
each tax year.

Under the three-year rule, the amount owed for 
any year for which the tax return was due within 
three years of the proposed petition filing date is not 
dischargeable.

Under the two-year rule, the amount owed with 
respect to a return that the individual filed late and 
within two years of the proposed petition filing is 
also not dischargeable.

Let’s consider the individual debtor who owes 
tax with respect to a return that was due within 
three years (or a return filed late and within two 
years). Depending on the circumstances, it may be 
best to delay the petition filing until after the three-
year period or the two-year period (whichever is 
applicable) expires. Such a filing delay may increase 
the amount of tax debt that can be discharged in the 
bankruptcy.

As noted above, an individual taxpayer can 
obtain assessment amounts and assessment date 
information by requesting a tax account transcript 
from the Service.

With the tax assessment dates in hand, legal 
counsel can then determine whether any tax amount 
was assessed within 240 days of the petition filing 
date. If so, depending upon the circumstances, it 
may be advisable to delay filing the bankruptcy peti-
tion until after the 240-day period expires.

It is also necessary to determine whether the 
individual debtor filed all required tax returns. If 
the individual debtor did not file a return, then the 
tax is still assessable and cannot be discharged in 
bankruptcy.

The same result applies if whatever document 
the individual debtor filed does not qualify as a tax 
return.

In a Chapter 7 filing, the individual’s overall 
financial situation should be considered. The tax-
related considerations include, among other things, 
whether filing the bankruptcy petition sooner may 
prevent an NFTL from being filed.

The individual’s tax account transcript (as well 
as a tax lien search) should reveal whether the IRS 
has filed an NFTL. If not, and the individual has 
equity in his or her assets, it may be desirable to 
file the petition sooner to prevent an NFTL’s filing 
from having any effect on the amount of tax paid in 
the bankruptcy.

The potential benefit of this expedited petition 
filing should be weighed against the amount of any 
tax, penalty, and interest that would become dis-
chargeable if the filing is delayed until the 3-year, 
2-year, and 240-day rules are satisfied.

If an NFTL was filed, then the debtor’s bankruptcy-
related planning should include determining the indi-
vidual’s equity in assets to which the lien has attached.

To the extent that the amount reflected as due 
on an NFTL exceeds such equity, then the Service is 
unsecured. In that case, the dischargeability of the 
excess amount will require consideration of how the 
three-year, two-year, and 240-day rules apply to the 
amounts reflected on the NFTL.

conclusion
Determining whether an individual debtor’s federal 
income tax debts are dischargeable in a Chapter 
7 bankruptcy involves a rigorous analysis of both 
(1) the bankruptcy tax discharge rules and (2) the 
debtor’s tax history and tax liabilities.

With both professional tax and legal advice, 
an individual debtor should plan the timing of the 
Chapter 7 filing so as to:

1. maximize the amount of the income  tax, 
penalties, and interest that is discharged 
and

2. minimize the amount of 
the tax debt that sur-
vives the Chapter 7 
bankruptcy.

Note:

1. In re Barker, 301 B.R. 892 
(Bankr. D. Colo. 2003).
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