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"WILLFULNESS" AND ATTEMPTS TO EVADE OR DEFEAT TAXES UNDER THE BANKRUPTCY CODE'S
SECTION 523(a)(1)(C) EXCEPTION TO DISCHARGE

Fundamental to bankruptcy policy is the goal of providing the honest debtor with a "fresit #trirfiportant part

of this fresh start is the opportunity for an individual debtor to obtain a discharge from debts as a result of complianc
with the bankruptcy law£.All debts, however, are not dischargeable in bankruptcy. Section 523 of the Bankruptcy
Code lists certain exceptions to discharge, generally intended to separate the honest debtor from the not—so—hone:
debtor.2 Section 523(a)(1)(C), in particular, excepts from discharge any tax liability "with respect to which the debtor
made a fraudulent return or willfully attempted in any manner to evade or dé&feat."

For the various reasons discussed in this Note, the ambiguity of section 523(a)(1)(C) has caused considerable
litigation and disagreement among couttshe disagreement relates to the proper standard of "willfulness" to apply

to section 523(a)(1)(C$.Because the language of section 523(a)(1)(C) is almost identical to certain provisions of the
Internal Revenue Code (the "IRC"), many courts have applied interpretations of willfulness under thEh&C.

problem stems from the fact that there are both civil and criminal provisions of the IRC containing language identice
to section 523(a)(1)(C$.A majority of courts have held that the civil standisthould apply® Courts applying this
standard generally equate "willful" with "voluntary, conscious and intentional evasions of tax liabifitlésder the

civil standard, the government is not required to ptwm affirmative act on the part of the debtor in order to find

that he "willfully attempted to evade or defeat" the tax. In other words, acts or omissions are considered willful unde
the civil standard3

A minority of courts have adopted the standard of willfulness applied under criminal tax provisits.standard
requires the government to prove that "the law imposed a duty on the defendant, that the defendant knew of this du
and voluntarily and intentionally violated that duti2"The debtor must have committed an affirmative act in attempt

to evade a tax liability:® mere omissions are not enough to affect dischargeabflity.

Courts approach the determination of the meaning of section 523(a)(1)(C) as an issue of statutory construction.
Although the Supreme Court is committed to a plain meaning interpretation of the Bankruptci£@usl@pproach

is limited to instances in which the language of the statute is unambidtiSestion 523(a)(1)(C) reads: "willfully
attempted in any manner to evade or deféMany courts have relied on the plain meaning of those words in
determining the willfulness issu#.Some courts, however, recognize that where "'the literal application of a statute
will produce results demonstrably at odds with the intention of its drafters,™ resort to sources outside of the
Bankruptcy Code is necessat§These outside sources include congressional intent gleaned from the legislative
history,23 and interpretations of analogous provisions of the B2C.

Underlying the discrete statutory construction issues are the conflicting policy considerations of the Bankruptcy Coc
and the IRCZ On the one hand, since one of the purposes of the Bankruptcy Code is to give the honest debtor a fre
start,?® exceptions to discharge should be narrowly construed in favor of the dé@arthe other hand, the
government's need for tax revenues always has been a primary c6hBatancing these two policy considerations

has played a role in the determination of the amount of evidence the IRS should be required to produce in order to
deprive the debtor of a discharge.

Part | of this Note examines the statutory construction of section 523(a)(1)(C). In particular, plain meaning
interpretation and legislative history are discussed along with the interpretation of section 523(a)(1)(C) in light of



parallel provisions of the IRC. Part Il examines the interplay of bankruptcy and tax policies, and questions the validi
of allowing tax policy to override bankruptcy policy in the determination of the section 523(a)(1)(C) "willfulness"
issue. Part Il discusses cases analyzing the section 523(a)(1)(C) "willfulness" issue, in particular, cases involving tt
nonpayment of taxes, late—filed returns, and fraudulent transfers. This Note concludes that in the absence of a clea
directive from Congress, the IRC's criminal standard of willfulness should apply to section 523(a)(1)(C).

|. Statutory Interpretation
A. Plain Meaning

The Supreme Court has made it clear that where the words of the statute are unambiguous, provisions of the
Bankruptcy Code should be interpreted according to their plain me&hidgly when the words of a statute are
ambiguous, or where their plain meaning leads to a result which is at odds with the intent of the drafters, should cot
look to congressional intent and legislative history to complete their judicial andy8é&zeral courts have heeded

the Suprem(glCourt's textualist warning and have begun their analysis of section 523(a)(1)(C) with the plain meanin
of its words ==

Section 523(a)(1)(C) excepts from discharge a tax "with respect to which the debtor made a fraudulent return or
willfully attempted in any manner to evade or defe¥tThe terms of this section which have caused the most

difficulty are "willfully" and "in any manner.2® Neither of these terms is defined by the Bankruptcy Clids a

result, the language should be given its common meafiifige common meaning of "willfully" is that which is done
deliberately or intentionally?® The problem is that the common understanding of that term does not address the
situation where something is deliberately not done, for example, when a taxpayer does not pay his taxes. Can this
failure to act be considered willful, or must there be some other culpable conduct present to ensure that the debtor"
failure to act was a willful attempt to evade or defeat the tax? A majority of courts hold that "willfully” includes both
acts of commission and omissi@dAWhen applied in cases where the debtor has failed to pay his taxes, without more,
however, it is difficult to say that the tax liability should be nondischarge¥ble.

Plain meaning interpretation of the phrase "in any manner" has led many courts to conclude that section 523(a)(1)({
should be read broadly enough to include the nonpayment of $3xemlying the plain meaning rubric to both

"willfully" and "in any manner," however, has led some courts to the result that any act or omission by the debtor to
evade or defeat the assessment, payment or collection of a tax is grounds for nondischargeability under section
523(a)(1)(C)2° This interpretation would mean that a debtor's mere nonpayment of his tax liability would lead to
nondischargeability under section 523(a)(1)(&)he Supreme Court has held that: "The strict language of the
Bankruptcy Code does not control, even if the statutory language has “plain meaning,' if the application of that
language “will produce a result demonstrably at odds with the intention of its draffdtss argued that the outcome
under the plain meaning approach would cause all unpaid tax liabilities to be nondischargeable. Since this result
would seem to be "at odds with the intention of Congress," outside sources should be eAmined.

B. Standards of "Willfulness" Under the Internal Revenue Code

Since, Congress is presumed to know of existing legislation and judicial interpretations thereunder when enacting n
legislation,** it is valid to incorporate analyses of analogous provisions of the IRC into an analysis of related
provisions of the Bankruptcy CodE.The IRC contains several provisions relating to willful attempts to evade
assessment, payment, and collection of taXekhe IRC provisions most often discussed in the context of section
523(a)(1)(C) willfulness are sections 66%36672,%8 and 7201%° Sections 6672 and 7201 use language nearly
identical to that found in section 523(a)(1)(C) of the Bankruptcy Code. Sections 6653 and 6672 provide civil
penalties, and section 7201, criminal. Since the Supreme Court has given the criminal standard of willfulness the m
attention,5_0 it will be discussed first.

1. Criminal Standard of Willfulness

In United States v. Murdock the Supreme Court acknowledged the difficulty of interpreting the term "willful.”
Discerning its meaning in the context of a penal statute, the Court recognized that "[a]id in arriving at the meaning ¢



the word "willfully" may be afforded by the context in which it is uséfWhile the common meaning of the word
usually indicates "an act which is intentional, or knowing, or voluntary, as distinguished from acciB%thtaICourt

found that "when used in a criminal statute it generally means an act done with a bad purpose; without justifiable
excuse; stubbornly, obstinately, perversely; a thing done without ground for believing it is lawful; or conduct marked
by careless disregard for whether or not one has the right so t&*ddte' Court also noted that an "evil motive"

usually is requirec®

In Spies v. United State¥,the Court was asked to distinguish between conduct necessary to constitute a willful
failure to pay a tax (a misdemeanor), and a willful attempt to evade or defeat a tax (a Ibmg)Court held that a
criminal conviction for willfully evading a tax or for willfully failing to pay a tax both required some affirmative act.

%8 Among the affirmative acts that the Supreme Court had in mind were; "keeping a double set of books, making fal
entries or alterations, or false invoices or documents, destruction of books or records . . . and any conduct, the likel
effect of which would be to mislead or conceal.So, even though willfully failing to pay a tax carried a lesser

criminal penalty, "willfulness" still required the taxpayer to engage in an affirmative act.

Since Spies and Murdock, the Supreme Court has refined the meaning of "willfully" as applied to criminal tax
provisions. In United States v. Bish8bthe Court had to decide whether to impose the same meaning of "willfully"
in two different criminal tax provision& The Court had difficulty attaching the same definition to the term when
other provisions of the sections in which the word was used are substantially diffsféwet Court resolved this
problem, however, by looking to the "additional misconduct” essential to violation of the statute, rather than by
formulating different standards of willfulne€é The context in which the words were used, therefore, served as the
distinction between the standards of willfulness. Ultimately, the Bishop Court found "willfulness" to be satisfied by
the "voluntary, intentional violation of a known legal duiz. The Court also seemed to reiterate the requirement of
bad intent or evil motive imposed under Murdd.

In United States v. Pomponft,the Court clarified its language in Bishop which referred to a "bad purpose and evil
motive."%8 The Court stated: "We did not . . . hold that the term [willfully] requires proof of any motive other than
intentional violation of a known legal duty® In Pomponio, the Court held that an intent to violate a known legal
duty was 7eonough to satisfy any requirement of evil motive which may have been imposed by the Court in prior
decisions=

Cheek v. United States

is the Supreme Court's most recent decision interpreting "willfulness” in criminal tax statutes. In Cheek, the Court
evaluated prior decisions and found that to prove willfulness under section 7201, the government must show that "tl
law imposed a duty on the defendant, that the defendant knew of this duty, and that he voluntarily and intentionally
violated that duty.”2 The Court also reaffirmed the holding in Pomponio that there is no requirement of a bad intent
or evil motive beyond the voluntary, intentional violation of a known legal dity.

2. Civil Standard of Willfulness

On the civil side of the IRC, a majority of courts have incorporated section 6672, by analogy, into their section
523(a)(1)(C) analysi€? Section 6672 imposes penalties for failure to pay taxes held in trust for the govefdment.

Like section 7201, section 6672 contains language identical to section 523(a)(1)(C). Under the majority view, the
standard of willfulness under section 6672 requires a "voluntary, conscious, and intentional act, not a bad motive or
evil intent."’® The "act" contemplated under section 6672 usually involves payment of other creditors with the
knowledge that withholding taxes are dlfeFurthermore, under section 6672 courts have found that "willfulness" is
satisfied by both acts of commission and omissibwillfulness, however, is not satisfied by "mere negligente."
Rather, a higher standard of gross negligence is impised.

After establishing that the civil standard of willfulness should apply, some courts look to the civil fraud penalties in
section 6653 to prove an intent to evade or defeat téxgmce intent is rarely provable by direct evidence, "badges
of fraud" are used as circumstantial evidence of fraudulent iffe®enerally, these badges of fraud include
"significant understatements of income made repeatedly; failure to file tax returns; repeatedly filing late returns;



implausible or inconsistent behavior by the taxpayer; and failure to cooperate with federal tax autfdrities."
3. Summary of Competing Standards

So, to juxtapose the two standards, the criminal standard of "willfulness” today requires an affirmative act by which
the taxpayer voluntarily and intentionally violates a known legal duty. Under the civil standard, "willfulness" requires
a voluntary, conscious, and intentional act or omission. Both standards require a voluntary and intentional act. Neit}
standard is satisfied by negligent acts, and neither standard requires a bad intent or evil motive except to the exten
that under the criminal standard, the taxpayer must have the intent to violate a known legal duty. The two standard:
become even more similar when the examples of affirmative acts contemplated und®r(8mesiminal standard)

are compared to the "badges of fraud" relied upon by some courts adopting the civil sEafdarsi.the primary
difference between the two standards is the inclusion or exclusion of omissions as conduct constituting wififulness.

Defining the standards of willfulness under the IRC, however essential to a discussion of this issue, does not answe
the question as to which standard should apply. For that we look to congressional intent.

C. Congressional Intent

Two issues of congressional intent arise upon examination of the legislative history of section 523(a)(1)(C). First: D
Congress intend "willfully” to be evaluated in terms of civil or criminal fraud standards? Second: Did Congress inten
to include the nonpayment of taxes within section 523(a)(1)(C)'s exception to discharge?

Congress is presumed to know of existing law when it enacts new legistagispecially legislation which closely
parallels that which Congress is enacting. Therefore, Congress is presumed to have known of both the civil and
criminal penalties imposed under the IRC for willful attempts to evade or defeat taxes. On the civil side, courts have
interpreted section 523(a)(1)(C) either in terms of the fraud penalties under section 6653 or the penalties for
nonpayment of trust fund taxes under section 6672. The error of applying either of these standards will be addresse
in turn.

Basic rules of statutory construction lead to the conclusion that if Congress intended courts to interpret section
523(a)(1)(C) under standards for fraud, they would have worded the statute accordingly, i.e., the statute would have
excepted from discharge those taxes with respect to which the debtor "fraudulently attempted t&ehwade.”
circumstances should be discussed here: First, Congress, within the same section speaks in terms of fraud. In sect
523(a)(1)(C), Congress excepts from discharge taxes "with respect to which the debtor made a fraudulef return."
Congress's failure to use the term "fraud" when referring to attempts to evade or defeat a tax suggests that they did
intend the determination to be made under legal standards for#aud.

The second circumstance indicating that Congress did not intend to incorporate principles of fraud into "attempts to
evade or defeat a tax," is found in the original Senate version of section 523(a)(1)(C). This version was worded suc
that taxes which the debtor "fraudulently attempted to evade or defeat" would be nondischargekitately, the

House version, which contained the current wording of the section was adopted. The differing House and Senate
versions of section 523(a)(1)(C) indicate that Congress knew of its options in terms of the standard to apply to
attempts to evade or defeat taxes and chose not to apply¥radthough this observation does not help define

"willful," it is used as evidence that Congress did not intend a fraud standard to be incorporated into section
523(a)(1)(C).

The civil standard alternative to the fraud standard, and the standard most often applied in interpreting section
523(a)(1)(C), is the standard adopted under section 6672 of thé3|R@alogy to civil liability for failure to pay trust

fund taxes under section 6672 loses strength, however, when we recognize that Congress expressly makes trust fu
taxes nondischargeable in section 523(a)(1)(A) of the Bankruptcy &dtlseems that adoption of the section 6672
standard of liability into section 523(a)(1)(C) would render superfluous section 523(a)(1)(A)'s exception to discharge
for trust fund taxes. It is also argued that the special nature of the trust fdAgtesiudes the incorporation of

section 6672's standard of liability into the very general section 523(a)(1)(C) exception to discharge. The fact that tr
fund taxes are, at all times, the property of the taxing authiBijingtifies stricter standards of liability for their



payment that are not justified with other tax liabilities which may underlie a section 523(a)(1)(C) deterniihation.

By process of elimination, the criminal standard of willfulness remains. Although there is no positive evidence in the
legislative history supporting the imposition of this standard, it has been observed that, at the time of section
523(a)(1)(C)'s enactment, section 7201 (the criminal tax provision) was the primary enforcement tool offhe IRS.
Therefore, it is likely that in drafting section 523(a)(1)(C) in terms identical to section 7201, Congress probably
intended the criminal standard to apg/Furthermore, the Supreme Court has held that exceptions to discharge
should be interpreted strictly in the debtor's favtifThe criminal standard gives effect to this policy of narrow
construction by requiring the IRS to prove an affirmative act on the part of the debtor. A survey of cases dealing wit
this issue reveals that showing that a debtor has affirmatively attempted to evade a tax should not be a daunting ta:
as most debtors engage in some overt act aimed at tax e¢&sion.

The next provision of section 523(a)(1)(C) which is ripe for an analysis of congressional intent is the "in any mannel
clause. Many courts are inclined to include the nonpayment of taxes within section 523(a)(1)(C) by reading the "in
any manner" phrase broadh? Similarly worded provisions of the IRC penalize willful attempts to evade or defeat
taxes "or the payment thereat®® This language is excluded from section 523(a)(1)(C). Many courts believe that the
omission of the "or payment thereof" language from section 523(a)(1)(C) should have no practicaffect.

However, because Congress included nonpayment of taxes within certain analogous provisions ofthar&C,
because Congress is presumed to have known of those provisions, the omission of this language from the Bankrup
Code is an issue. The minority recognizes that because Congress omitted the "or payment thereof" language from
section 523(a)(1)(C), they intended to leave it out and intended that willful attempts at the nonpayment of taxes wol
not satisfy section 523(a)(1)(C°

Because no clear answer emerges from the legislative history, policy may influence the outcome.
. Policy

What is it that justifies the special treatment of tax claims in bankruptcy? In general, "Congress has determined that
the problems of financing the government override granting debtors a wholly fresht&t e result is that the

debtor's fresh start has been subordinated to the government's need for E&?/é*himsubordination, however, is not
absolute®® Under the IRC, the government must assess and collect tax liabilities within three years after the return
required to be filedX° The Bankruptcy Code parallels this three year limit in section 507(a)(8) which provides that
taxes for which a return is due within three years prior to filing in bankruptcy are given priority Sfafiés three

year time frame is echoed in section 523(a)(1)(A) which provides that the tax liabilities which are given priority unde

section 507(a)(8) are also nondischargedffe.

Since Congress has already provided the taxing authority with a substantial leg up in the bankruptcy process, it see
that the practice of overextending favorable treatment to tax claims is questidtizB¥eapplying an expansive

reading of section 523(a)(1)(C), courts run the risk of allowing that section to become a catchall nondischargeability
provision for the IRS!? The IRS has had fair opportunity to enjoy the favorable status conferred upon it by the
Bankruptcy Code, therefore taxes should not retain their nondischargeable status unless the government can prove
some culpable conduct on the debtor's gatt.

It has been argued that a restrictive reading of section 523(a)(1)(C) opens the door for that section to become a
lucrative tax evasion devicE® As one court noted, however, the provision that Congress drafted to prevent this form
of tax evasion was not section 523(a)(1)(C), but sections 523(a)(1)(A) and 502tANB)eover, it seems that the
probability that the debtor is using bankruptcy as a tax evasion device decreases after three years has passed.

Discussion of the issue at hand in theoretical terms does not present an accurate picture of the practical problems
which need to be addressed in applying a standard of willfulness under section 523(a)(1)(C) to varying factual
circumstances. A careful examination of the cases is necessary.

Il. The Cases



One reason why the section 523(a)(1)(C) willfulness standard is so difficult to interpret is that courts have had to
address this issue under a wide variety of factual situations. The most common situations are where a taxpayer fail:
pay his tax liability 128 files a late returrtt® or fraudulently transfers properyz’ To a large extent, determining
willfulness is fact—driven and cannot be simplified by finding that either the criminal or the civil standard applies, tha

section 523(a)(1)(C) requires an affirmative act, or that omissions also satisfy the standard.

Analysis of the sterile recounting of facts found in written opinions still does not convey to the reader the credibility
and demeanor of the debtor which may have swayed the court's decision. This handicap only makes our efforts to
distill the themes resulting from these cases doubly difficult.

A. Failure to Pay

Even if the taxpayer files his tax returns on time, honestly reports all taxable income, and fully acknowledges the ta:
liability, if that taxpayer does not pay the liability, the IRS has taken the position that the failure to pay is a willful
attempt to evade or defeat the tax. This was the situation presented in Haas v. IRS (In t&Haas).

In that case, although the debtor, Thomas Haas ("Haas") honestly and accurately filed tax returns for the years 197
through 1985, he failed to pay his income and employment taxes for those€'3%dastead, he used his income to

pay other debts; both personal and busin&st 1987, Haas pleaded guilty to willfully failing to pay income taxes

for 1980 through 1982, and employment taxes for a portion of 1&8hd received a suspended prison term with
probation 1 As a condition to probation, Haas was required to remain current in his estimated tax payments and to
make monthly installments on his tax liabilitié€ Although Haas substantially complied with his restitution

payments, he filed a Chapter 11 bankruptcy petition in 289The government then filed a proof of claim for unpaid
taxes dating from 197%22 Haas contended that his tax liabilities for 1977 through 1987 were dischard&-tie
government argued nondischargeability based on section 523(a)(1)(C). The bankruptcy court agreed With Haas.
The court reasoned:

Instead of satisfying the tax liability, Mr. Haas used his income to pay personal and business expenses ratht
than pay taxes due. Mr. Haas was under financial pressure and his honpayment of the taxes was not the re:
of willful conduct designed to defeat or evade the taxes; but, instead was the result of mistaking the priority
and importance of certain financial obligatiof.

Although it is not expressly stated which standard the bankruptcy court used, finding that Haas' tax liabilities were
dischargeable based upon the above reasoning supports a rejection of the section 6672 standard of willfulness.

On appeal, the district court revers&t holding that willfulness under section 523(a)(1)(C) should be interpreted
according to the civil standard under section 66%2The court stated:

[T]he most persuasive interpretation of the statutory language at issue is to construe the phrase "willfully
attempted in any manner to evade or defeat” to mean: (1) the debtor has a duty under the law, (2) the debto
knew he or she had a duty, and (3) the debtor voluntarily and intentionally violated that duty . . . .

There is no requirement that the debtor commit a fraudulent act in order to make an attempt to evade a tax .
Instead, where the debtor is financially able to pay the taxes due, but chooses not to do so, the government
met its burden of proot3

Although the district court purported to adopt the civil standard, the standard that it used was formulated under a
135

criminal statute—= Despite the court's confusion of the standards, the result that "where the debtor is financially able
to pay taxes due, but chooses not to do so, the government has met its burden of proof," is the correct result under
section 66723 The district court stressed that a willful attempt to evade or defeat a tax is not the same 5 fraud,

noting that the fraudulent return and willful attempt provisions of section 523(a)(1)(C) must be read in the disjunctive
138



The Eleventh Circuit disagreed with the district court and held Haas' tax liabilities to be dischal@?aﬁbi&, the

court observed that if the plain meaning had been applied in the case of honpayment, all tax debts would be
nondischargeable in bankrupt&f Haas, like every debtor, did not have enough money to pay every debt he owed.
1 The inability to satisfy obligations to creditors, including the IRS, is the impetus for all debtors to file in
bankruptcy 142 Thus, if the nonpayment of a tax liability absent an affirmative attempt to evade the tax, were found tc
be "willful" under section 523(a)(1)(C), all tax debts would be nondischargéibide Haas court correctly

observed that where "the literal application of a statute will produce results demonstrably at odds with the intentions

of its drafters," courts should look beyond the plain meadffg.

The Eleventh Circuit concluded that Congress did not intend the nonpayment of taxes to be included within section
523(a)(1)(C). The court noted that "Congress has shown itself capable of distinguishing between the evasion of a te
and the evasion of payment thereof; its decision to omit the words “or payment thereof' in section 523(a)(1)(C),
despite the inclusion of these words in four previously enacted and nearly identical provisions of the IRC, must be
given effect."2#> Next, the court found the criminal standard under section 7201 to be more persuasive in interpreting
section 523(a)(1)(C), in part because section 7201 is "the capstone of a system of sanctions" withiddheasRC.

such, section 7201 was certainly pertinent to any bankruptcy provision intended to delineate which unpaid taxes

would be dischargeable in bankruptcy and which would remain with the defifor.”

Several cases support a conclusion similar to that in Haas. In Howard v. United States (In re H&tthed),

bankruptcy court analogized to section 7201 in concluding that section 523(a)(1)(C) requires an affirm&tive act.
The debtor, David C. Howard ("Howard"), was involved in "creative financing" through real &&ageparently,

this creativity paid off because in 1987, Howard's taxable income was approximately $300,000. While he did not pa
estimated taxes during that year, he did file a tax retefhoward's creativity did not go unnoticed, however, as he
was the subject of a criminal investigatid?f. Aware of this investigation, Howard feared imminent incarceration.
Concerned for the financial well being of his family, Howard had purchased a day—care facility for his wife, and latel
made loans to the facility to ensure its financial secudfiLike the debtor in Haas, Howard used available funds for
purposes other than payment of his tax liability.

Throughout the IRS investigation, Howard was completely honest and entirely cooperative with autBtities.

light of his honesty and cooperation, the court found that while Howard may not have used the best judgment, abse
some showing that he attempted to shield assets or avoid the assessment and collection of taxes, his behavior was
indicative of willful behavior under section 523(a)(1)(€.Had the court applied the civil standard of willfulness

under section 6672, Howard's payment of other creditors before the IRS would have constituted a willful attempt to
evade or defeat his tax liabilit2®

Williams v. United States (In re Williams)

, 57 also supports the holding in Haas. The debtors in this case, James and Carroll Williams (the "Williams"), were
assessed additional taxes, interest, and penalties in 1990 resulting from their involvement in a tax shelter scheme fi
1980 to 1984°8 From 1984 through 1990, the Williams made substantial acquisitions and contributed a significant
amount of money to a pension pl&®.Nonetheless, the Williams failed to pay tax liabilities assessed in 1990, and
filed a Chapter 7 petition in 199%° The court found that because the Williams' investments were made before the
taxes were assessed, the debtor did not willfully attempt to evade the tax liabffittdthough the court did not

adopt the criminal standard, it found that the Williams' failure to pay the liabilities subsequent to assessment, did no
in and of itself, constitute willful evasiot? Judge Paskay noted that the mere failure to pay "would not be sufficient
to except the liability from the general discharge under [section] 523(a)(1)(C) because no debtor who owes taxes to
the Government would be entitled to the protection of the general Bankruptcy discHdrge."

Failure to pay a tax without some affirmative act designed to defeat its assessment has presented a special probler
courts. First, failure to pay the IRS usually means that the debtor has exhausted available funds by paying other
creditors first, in a sense "preferring” other creditors over the IRS. Maybe then, this situation should be handled und
the rules proscribed by Bankruptcy Code section B4The avoidance of the preferential payments under section

547 would bring the funds back into the estate and allow for the fair distribution of the debtor's assets.



The next problem in the nonpayment context is the tendency to apply section 6672 willfulness to section 523(a)(1)(
Under section 6672, any expenditure resulting in the debtor's inability to pay the IRS satisfies "willfulness;" section
6672 does not distinguish between expenditures for luxuries and true necessities. If section 6672 willfulness were
applied in Haas, the debtor's taxes would have been held nondischargeable. Considering the debtor's complete hor
and simple bad fortune, this would have produced an inequitable result contrary to the Bankruptcy Code's fresh sta

policy.
B. Late—Filed Returns

Section 523(a)(1)(B) addresses the nondischargeability of taxes when a debtor files a late return or fdfs to file.
"Tax liabilities reported by a tax return filed late and filed within two years prior to the filing of the bankruptcy
petition or filed after the bankruptcy petition" are nondischargeable under section 523(ajfi)(&k returns,

however, which are filed outside of that two year "reachback” period are dischargeable if no other exception to
discharge applies®’ The IRS still can, and has, argued nondischargeability based upon section 523(a)(1)(C) if it feel
that there was some wrongdoing in connection with the return. This is precisely what happened in Toti v. United
States (In re Toti)E®®

In that case, Toti, the debtor, did not file tax returns or pay his tax labilities for the years 1974 throud# Te8's.
reason for not filing was that at the end of 1974 and 1975, he lacked the funds to pay thell8ititythe following
six years, Toti failed to file because of the penalties and interest which had accrued agaidtrhit881, Toti was
convicted of tax evasion for willfully failing to file his 1976 retutff Pursuant to his sentence, Toti paid the 1976
liability and filed all of his delinquent return He then filed his 1982 and 1983 tax returns on time, but failed to
make payments on the liabilit/# In 1985, Toti arranged a plan with the IRS under which he could pay his 1977
through 1983 tax liabilities”> Eventually, he stopped making payments on this arrangetA®nt.

In 1990, Toti filed a Chapter 7 petitidf’ and sought to have his tax debts discharged in bankrdft¢y.response,

the IRS argued that Toti "willfully attempted to evade or defeat" his tax liabilities making them nondischargeable
under section 523(a)(1)(CY2 The bankruptcy court, persuaded by the similarities between the language of section
523(a)(1)(C) and sections 7201 and 7203, held that section 523(a)(1)(C) "willfulness" should be construed in light o
criminal tax standard$® The bankruptcy court, therefore, held that under section 523(a)(1)(C), the debtor must
commit an affirmative act in order to willfully attempt to evade or defeat a%akhe court found that Toti knew he

had a responsibility to file returns and pay federal income taxes and that he voluntarily and intentionally failed to do
so. Nonetheless, Toti's tax liability was not excepted from dischi&fgehe court held that Toti's failure to file was

due to inadequate resources, and that his fear of filing in subsequent years was an omission that did not satisfy the
"willfulness" of section 523(a)(1)(C}2 The district court reversetf? finding that willfulness should be construed in
light of civil tax cases which do not require an affirmative X2t.

In the first section 523(a)(1)(C) "willfulness” issue to reach a court of appeals, the Sixth Circuit affirmed the district
court.2® The Sixth Circuit's reasoning focused on the plain meaning of the statute, which it believed included "both
acts of commission and acts of omissidfi” The Sixth Circuit also found that Toti did not fall within the category of
"honest" debtor, which the Bankruptcy Code is intended to prafdthe court observed that Toti "had the

wherewithal to file his return and pay his taxes, but he did not fulfill his obligation. It is undisputed that he did so
voluntarily, consciously, and intentionally}®* The court's holding that acts of commission and acts of omission

satisfy section 523(a)(1)(C), however, was premature. Although the facts do not explain the circumstances leading
Toti's conviction, presumably, he engaged in affirmative acts sufficient to satisfy the criminal standard of willfulness
The court need not have reached the civil standard because Toti's actions had already satisfied the more stringent

criminal standard.

A recent Fifth Circuit case also involved late—filed returns. In Bruner v. United States (In re Bi'.ﬁl?rtee,debtors,

Dr. and Mrs. Bruner (the "Bruners") filed a joint tax return in 1980 showing income in excess of $200,000 and feder:
income taxes paid in excess of $30,d3HThe Bruners did not file a return nor did they pay taxes for the next eight
years®? An IRS investigation revealed that the Bruners continued to earn a substantial income and had engaged ir
substantial cash transactions during the eight years in which they did not file lEfiffnsthermore, the court

concluded that the Bruners had established a charitable organization as a shell entity for concealing income and as



19%1n 1988, Dr. Bruner was indicted under IRC section 7203 for willfully failing to file federal income tax returns
from 1981 through 19832 After pleading guilty to willfully failing to file his 1981 return, Dr. Bruner agreed to pay

his 1981 tax liability and to file returns for 1981 through 1488Although the Bruners made substantial payments
towards their tax liability, large amounts remained unpaid when they filed a Chapter 7 bankruptcy petition’#{ 1993.
The Bruners subsequently initiated an adversary proceeding seeking to discharge their tax liabilities for 1981, 1983
1986, 1987, and 19888 The bankruptcy court, relying on the civil standard of willfulness, found that the Bruners'
actions constituted willful attempts to evade or defeat taxes under section 523(a)(1)(C), and, as a result, their tax de
were nondischargeabtE?®

The district court affirmed, stressing that the Bruners were not within the category of honest debtors which the
Bankruptcy Code is designed to protéf? The Fifth Circuit affirmed?! Evaluating Toti and Haas, the Bruner court
rejected the holding in Haas and found that section 523(a)(1)(C) willfulness includes both acts of commission and
omission2% The court, arguably, need not have reached that point, however, because "[t|he Bruners were engaged
both acts of omission and acts of commissid®'Since the Bruners engaged in affirmative acts constituting willful
attempts to evade taxes under either standard, i.e., by establishing a shell entity to conceal assets, the court need r

have reached the point at which they held that acts of omission satisfied willfulness under section 523¢%)(1)(C).

Standing alone, failure to file returns or filing late returns should not be considered a willful attempt to evade or defe
taxes. In Miller v. United States (In re Milleff> the debtors, Frank and Melinda Miller (the "Millers"), failed to file
returns for six years. When confronted by the IRS, however, the Millers cooperated fully by turning over all of their
books and records. No attempt was made to misrepresent or omit information, "nor was there any attempt . . . to
mislead, hinder or delay the efforts of the IRE>Although the bankruptcy court found that section 523(a)(1)(C)
willfulness is satisfied by both acts of commission and omission, under these circumstances the court found that the
debtors did not attempt to willfully evade or defeat their tax liabilif¥sludge Paskay noted that,

[tihere is no precedent in existing case law where the debtor merely failed to file returns and lost the
protection of the general discharge based on [s]ection 523(a)(1)(C). Virtually every case which addresses th
issue deals with a debtor who took some action in addition to merely not filing the required tax¥eturn.

C. Fraudulent Transfers

A debtor's fraudulent transfers present an interesting problem within the scope of section 523(a)(1)(C) in that such
actions have been considered by some courts to be attempts to avoid the paymenfBfadtteugh fraudulent

transfers and attempts to conceal assets do constitute affirmative acts, they are acts aimed at avoidance of paymer
collection of a tax, which some courts are not entirely persuaded should be included in section 523¢J(1)(C).

This issue is addressed in a recent, unpublished Sixth Circuit deéiibnUnited States v. Sumpter (In re Sumpter),
22the debtors, Mr. and Mrs. Sumpter (the "Sumpters"), transferred assets to a trust in order to avoid the attachmer
federal tax liens223 The court framed the section 523(a)(1)(C) issue as "whether evading or defeating attachment of
assets is included in the statutory langua@® The Sixth Circuit had previously concluded, in Toti, that the language
of section 523(a)(1)(C) included attempts to evade or defeat payment oftagesnpter took this one step

backward and found that since "attachment is usually the first step taken by the IRS in attempting the collection of t
payment,” attempts to avoid attachment, especially when admitted by the debtor, are sufficient to fall within section

523(a)(1)(C) willful attempts?t®

The Sixth Circuit still, however, had to address Haas, in which the Eleventh Circuit held that attempts to avoid
payment were not included within section 523(a)(1)(C). While it would seem that the Sixth Circuit would have had tc
reject Haas in light of its previous holding in Toti, the court merely distinguished Haas. The court observed that Haa
involved the "mere nonpayment" of taxes, and that the debtor there took no affirmative steps to avoid paying his tax
but simply opted to pay other creditors before the ESAside from conflicting with the Sixth Circuit's holding that
nonpayment does fall within section 523(a)(1)(C), Haas also contradicts the Sixth Circuit's holding in Toti that
affirmative acts or omissions satisfy section 523(a)(1)(C)'s willfulness staitf#Bg. not rejecting Haas, the Sixth

Circuit, seems to have acquiesced in the Eleventh Circuit's holding that some sort of affirmative act is necessary in
nonpayment context. The Sumpter court appears to condone Haas based on the fact that in Haas the debtor did nc
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engage in an affirmative act.

Cases involving fraudulent transfers in attempt to avoid assessment of a tax fit squarely within section 523(a)(1)(C)
under the civil or criminal standard® First, there should be no issue as to the requirement of an affirmative act; as
long as the transfer or concealment is proved, the affirmative act requirement is satisfied. Some courts handling the
cases, however, have gone beyond the facts before them to hold that omissions also satisfy \Aﬁﬁ?lﬁleesmd, as

long as the conduct is seen as an attempt to avoid assessment, there is no need to debate the issue of whether or |
attempts to evade payment should fall within section 523(a)(1)(C). However, situations like the one presented in
Sumpter, where the fraudulent transfer is seen as an attempt to avoid payment, raises a disputed issue as to wheth
attempts to avoid payment should be included in section 523(a)(1)(C) at all.

Conclusion

This Note concludes that absent a clear directive from Congress, the criminal standard of "willfulness," as formulate
under the IRC, must be applied to the Bankruptcy Code's section 523(a)(1)(C) exception to discharge. The primary
difference between the civil and criminal standards is the inclusion or exclusion of omissions as conduct satisfying t
standard. The civil standard is easier for the IRS to satisfy in challenging dischargeability, and the criminal more
difficult. While policy and the Bankruptcy Code dictate that the taxing authority is given priority in bankruptcy, this
policy should not be incorporated into an analysis of 523(a)(1)(C). Favorable treatment for the taxing authority is
found in other sections of the Bankruptcy Code; therefore, section 523(a)(1)(C) should be reserved for instances in
which the debtor has engaged in culpable behavior which warrants the nondischargeability of tax liabilities. In this
respect the IRS should be treated like any other creditor and the Bankruptcy Code policy requiring strict constructio
of exceptions to discharge should be given effect.

The cases dealing with section 523(a)(1)(C), to say the least, are disparate. The Eleventh Circuit, in Haas v. IRS (Ir
Haas), was in the difficult position of deciding whether a debtor's mere failure to pay his tax liability should cause
nondischargeability. In Haas, the Eleventh Circuit found that (1) the nonpayment of taxes was not intended to be
included within section 523(a)(1)(C), and (2) that omissions do not satisfy section 523(a)(1)(C).

In Toti v. United States (In re Toti), the Sixth Circuit, under a different set of facts, came to the opposite conclusion.
The court found that the debtor's failure to file returns was an omission which led to nondischargeability under
523(a)(1)(C), and that attempts to avoid payment are included within section 523(a)(1)(C). The Fifth Circuit, in
Bruner v. United States (In re Bruner) agreed with the Sixth Circuit. In the subsequent decision of United States v.
Sumpter (In re Sumpter), the Sixth Circuit, in an unpublished decision, reinforced its position that attempts to avoid
payment were included within section 523(a)(1)(C). In so holding, the Sixth Circuit merely distinguished Haas,
seeming to realize that somehow the nonpayment situation might be different from that which was presented to the
in Sumpter.

These rulings should eventually be harmonized by some higher authority. Until then, and in the absence of some ot
more clearly defined standard, the criminal standard of willfulness under the IRC should apply.

Lynn M. Murtha

FOOTNOTES:

! Grogan v. Garner, 498 U.S. 279, 286-87 (1991).

This Court has certainly acknowledged that the central purpose of the Code is to provide a procedure by
which certain insolvent debtors can reorder their affairs, make peace with their creditors, and enjoy "a new
opportunity in life and a clear field for future effort, unhampered by the pressure and discouragement of
pre—existing debt.” . . . But in the same breath that we have invoked this "fresh start" policy, we have been
careful to explain that the [Bankruptcy] Act limits the opportunity for a completely unencumbered new
beginning to the "honest but unfortunate debtor."
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8 See id.Back To Text
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st See, e.g., Toti v. United States (In re Toti), 24 F.3d 806, 809 (6th Cir.), cert. denied. 115 S. Ct. 482 (1994); Unitec
States v. Freidus (In re Freidus). 165 B.R. 537, 542 (Bankr. E.D.N.Y. 1994).Back To Text

3211 U.S.C. § 523(a)(1)(C) (1994). This section is to be read in the disjunctive. A tax is dischargeable if the debtor
either filed a fraudulent return or willfully attempted to evade or defeat a tax. United States v. Angel (In re Angel),

No. 93-11683-BH. 1994 WL 69516, at *2 (Bankr. W.D. Okla. Feb. 24, 1994): Graham v. IRS (In re Graham), No.

87-03092F, 1994 WL 777359, at *5 (Bankr. E.D. Pa. Aug. 8. 1994) (recognizing disjunctive nature, yet stating there
is overlap between two components).Back To Text

33 The definition of "evade" also has been subject to judicial scrutiny. Some courts have relied on the dictionary
definition of "evade" which is to "fail to pay."” Angel, 1994 WL 69516, at *3 (citing Webster's Il New Riverside
University Dictionary 447 (1st ed. 1984)); Jones v. United States (In re Jones), 116 B.R. 810, 815 (Bankr. D. Kan.
1990) (citing Webster's New Collegiate Dictionary 395 (G&C Merriam Co. 1975)); Sells v. United States, 92-1 U.S.
Tax. Cas. (CCH) 1 50,070, at 83,283 (Bankr. D. Co. 1991). But see Ballantine's Law Dictionary 423 (3d ed. 1969)
(defining "evade" as "[t]Jo escape; to slip away; to take refuge in flight or artifice.”). Interpreting "evade" to mean a
failure to pay brings nonpayment of taxes squarely within 8 523(a)(1)(C). Acceptance of this dictionary definition,
however, seems to oversimplify the issue.Back To Text

34 Ketchum v. United States (In re Ketchum). 177 B.R. 628. 630 (E.D. Mo. 1995) (recognizing that "willfully,"
"attempted” and "in any manner" are not defined in Bankruptcy Code): United States v. Toti (In re Toti), 149 B.R.

829, 832 (E.D. Mich. 1993) (referring to Sells which noted that "evade" not defined under Bankruptcy Code), aff'd, 2
F.3d 806 (6th Cir.). cert. denied, 115 S. Ct. 482 (1994): Howard v. United States (In re Howard), 167 B.R. 684, 688
(Bankr. M.D. Fla. 1994) ("[A]ll courts appear to agree that there is no definition of evasion or willfulness under the
Bankruptcy Code nor the Internal Revenue Code.").Back To Text

35 Toti. 24 F.3d at 809 (citing Burlington N. R.R. v. Oklahoma Tax Comm'n, 481 U.S. 454, 461 (1987)).Back To Tex

38 \Webster's Ninth New Collegiate Dictionary 1350 (9th ed. 1988): Angel. 1994 WL 69516, at *2 (relying on
definition of willfulness from Black's Law Dictionary).Back To Text

37 See supra note 13 and accompanying text (listing cases holding that acts of omission and commission satisfy
"willfulness").Back To Text

3 Haas v. IRS (In re Haas). 48 F.3d 1153 (11th Cir. 1995); see discussion infra part I1l.A (discussing cases involvin
failure to pay).Back To Text

%9 Fridrich v. IRS (In re Fridrich), 156 B.R. 41, 34 (D. Neb. 1993): United States v. Angel (In re Angel), No.
93-11683-BH, 1994 WL 69516, at *3 (Bankr. W.D. Okla. Feb. 24, 1994): Binkley v. United States (In re Binkley),
176 B.R. 260, 265 (Bankr. M.D. Fla. 1994): Macks v. United States (In re Macks), 167 B.R. 254, 257 n.2 (Bankr.
M.D. Fla. 1994) (finding "in any manner" broad enough to include fraudulent conveyances): Smith v. United States
(In re Smith), 169 B.R. 55, 58 (Bankr. S.D. Ind. 1994): Griffith v. United States (In re Griffith), 161 B.R. 727, 732-33

(Bankr. S.D. Fla. 1993): Jones v. United States (In re Jones), 116 B.R. 810, 814-15 (Bankr. D. Kan. 1990). But see
Haas, 48 F.3d at 1158 (finding "in any manner" not intended to encompass nonpayment of taxes): Gathwright, 102

B.R. at 213.Back To Text

0 See United States v. Sumpter (In re Sumpter), Nos. 94-1439, 94-1440, 1995 U.S. App. LEXIS 24171 (6th Cir.
Aug. 22, 1995):; Toti v. United States (In re Toti), 24 F.3d 806, 809 (6th Cir.), cert. denied, 115 S. Ct. 482 (1994).Ba
To Text

1 See Haas. 48 F.3d at 1156 (noting that this result would render general rule of dischargeability an "empty
letter") . Back To Text

2 pennsylvania Dep't of Pub. Welfare v. Davenport. 495 U.S. 552, 565 (1990) (quoting United States v. Ron Pair
Enters., Inc., 489 U.S. 235, 242 (1989)).Back To Text
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43 See supra note 42 and accompanying_text.Back To Text

44 See Miles v. Apex Marine Corp.. 498 U.S. 19, 32 (1990) ("We assume that Congress is aware of existing law whe

it passes legislation.”); Goodyear Atomic Corp. v. Miller, 486 U.S. 174, 184-85 (1988) ("We generally presume that
Congress is knowledgeable about existing law pertinent to the legislation it enacts.”).Back To Text

> See Morales v. Trans World Airlines. Inc.. 504 U.S. 374. 384 (1992) (justifying use of judicial interpretation of
identical language from another statute); see also Veiga v. McGee, 26 F.3d 1206, 1211 (1st Cir. 1994).

[Iln the absence of a statutory definition of a term, the understanding of that term in an analogous statute is
excellent guide to interpretation . . . . The fact that one statute is formally classified as penal, whereas the
other is not does not detract from the former's value as a guide to the latter, or vice versa, so long as the twi
statutes are genuinely analogous in substance and effect.

Id.Back To Text

*®Haas v. IRS (In re Haas). 48 F.3d 1153, 1156 (11th Cir. 1995).Back To Text

471.R.C. § 6653(b) (1988) (providing penalty "if any part of an underpayment . . . is due to fraud").Back To Text

8 1d, § 6672(a) (Supp. V 1993). This is the so—called "100% penalty" for failure to pay "trust fund taxes." The sectio
reads:

Any person required to collect, truthfully account for, and pay over any tax . . . who willfully fails to collect
such tax, or truthfully account for and pay over such tax, or willfully attempts in any manner to evade or
defeat any such tax or the payment thereof, shall . . . be liable to a penalty equal to the total amount of the t:
evaded . . ..

Id.Back To Text

491d, § 7201 (1988) (imposing criminal penalties upon "[a]ny person who willfully attempts in any manner to evade «
defeat any tax . . . or the payment thereof").Back To Text

°0 See Sabino, supra note 6, at 6-14 (tracking progression of Supreme Court decisions on "willfulness" as applied t
criminal tax statutes).Back To Text

1290 U.S. 389 (1933).Back To Text
5219, at 395.Back To Text

531d. at 394.Back To Text

>4 1d. at 394-95 (citations omitted).Back To Text
% 1d. at 395.Back To Text

%6317 U.S. 492 (1942).Back To Text
571d. at 498.Back To Text

%8 1d. at 500.Back To Text

591d, at 499.Back To Text
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*1412 U.S. 346 (1973).Back To Text
521d. at 347-48.Back To Text

®31d. at 357-58.Back To Text

®1d. at 358-59 (citing United States v. Vitiello. 363 F.2d 240, 243 (3d Cir. 1966)).Back To Text
®1d. at 360.Back To Text

% Bishop. 412 U.S. at 360.Back To Text
$7429 U.S. 10 (1976).Back To Text

%8 |d. at 12.Back To Text

% 1d.Back To Text

01d.Back To Text

498 U.S. 192 (1991).Back To Text
21d. at 200-01.Back To Text
31d. at 201.Back To Text

4 See, e.q.. United States v. Toti. 149 B.R. 829, 833-34 (E.D. Mich. 1993). aff'd, 24 F.3d 806 (6th Cir.). cert. denie

115 S. Ct. 482 (1994): Langlois v. United States, 155 B.R. 818, 821 (N.D.N.Y. 1993) ("This civil bankruptcy action i
more analogous to a civil action under [IRC] § 6672."): Irvine v. Commissioner (In re Irvine), 163 B.R. 983, 987

(Bankr. E.D. Pa. 1994). But see Howard v. United States (In re Howard), 167 B.R. 684, 686 n.1 ("There is no logica
connection [between] 11 U.S.C. § 523(a)(1)(C) and I.R.C. 8§ 6672.").Back To Text

|.R.C. § 6672 (Supp. V 1993).Back To Text

% Jones v. United States. 60 F.3d 584, 587-88 (9th Cir. 1995): Greenberg v. United States. 46 F.3d 239. 244 (3d C
1994); Thomas v. United States. 41 F.3d 1109, 1114 (7th Cir. 1994): United States v. Rem. 38 F.3d 634, 642-43 (2
Cir. 1994); Jenson v. United States, 23 F.3d 1393, 1395 (8th Cir. 1994): Muck v. United States, 3 F.3d 1378, 1381

(10th Cir. 1993): Barnett v. IRS, 988 F.2d 1449, 1457 (5th Cir. 1993): Turpin v. United States, 970 F.2d 1344, 1347
(4th Cir. 1992): Thomsen v. United States, 887 F.2d 12, 17-18 (1st Cir. 1989): Collins v. United States, 848 F.2d 7-
742 (6th Cir. 1988): George v. United States, 819 F.2d 1008, 1011 (11th Cir, 1987).Back To Text

” See, e.g., Muck, 3 F.3d at 1381: Barnett, 988 F.2d at 1457: Collins, 848 F.2d at 742.Back To Text

" Muck, 3 F.3d at 1381 (failure to act enough): Howard v. United States, 711 F.2d 729, 736 (5th Cir. 1983); Steffen
v. United States, 882 F. Supp. 143, 146 (D. Minn. 1995): Alten v. Ellin & Tucker Chartered, 854 F. Supp. 283,
289-90 (D. Del. 1994).Back To Text

" Rem, 38 F.3d at 643: United States v. McCombs, 30 F.3d 310, 320 (2d Cir, 1994): Denbo v. United States, 988 F
1029, 1033 (10th Cir. 1993).Back To Text

80 McCombs. 30 F.3d at 320 (finding § 6672 willfulness established by showing of gross negligence): Ruth v. Unitec
States, 823 F.2d 1091, 1094 (7th Cir. 1987) (same). Gross negligence is triggered when a responsible person shou
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Whenever any person is required to collect or withhold any internal revenue tax from any other person and t
pay over such tax to the United States, the amount of tax so collected or withheld shall be held to be a spec
fund in trust for the United States.
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