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The focus of this article is the proper treatment in a chapter 7 or 11 bankruptcy proéeédigfederal income tax
2incurred by a corporate debtor for the year in which the bankruptcy petition is filed, the so—called "straddle-year."
Bankruptcy law requires that the straddle—year income tax be apportioned between the pre—petition and post petitic
portions of the year for priority purposéset, neither the relevant statutes nor the reported cases provide a
principled method of apportionment. Under relevant tax law there are only two possible methods of apportionment:
(1) to apportion ratably over time; or (2) to terminate the straddle year as of the date the bankruptcy petition is filed
and to treat the pre—petition and post—petition portions of the year as separate taxable’[Binocelshe tax law in a
bankruptcy—specific provision prohibits the second method, it is this author's contention that the tax must be
apportioned ratably over time.

Normally, when two well developed bodies of law such as bankruptc$ daa tax law intersect, one would expect

the ensuing cases initially to attempt to interpret the relevant provisions in such a manner as to eliminate or, at leas
minimize, any potential conflict. Only if conflict avoidance is not possible, should the cases go on to the next step,
which is to carefully examine each set of rules together with the Congressional policies behind the rules and then tc
determine which should take precedence. However, in the issue under consideration it appears as if the courts hav:
simply applied the bankruptcy rules and almost completely ignored the tax rules. While some lip service has been
to the need not to violate the tax rules, it is questionable whether any real attempt to accomplish this occurred. Evel
it is determined that policy concerns require the bankruptcy provisions to dominate in this intersection with the tax
law, the author believes there exists a simple means to satisfy the bankruptcy policies without seriously violating the
relevant tax provisions. Unfortunately, none of the cases have even focused on the possibility, much less adopted i
Only one casé in an analogous context has come close to getting it right, but stopped short of taking the final step.

The issue under discussion implicates most directly only two tax and two bankruptcy provisions, and one basic
background feature of the tax law. The basic background feature of the tax law involved is that normally, for federal
income tax purposes, the obligation to pay tax arises at the end of the taxable period, whether that is a calendar or
fiscal year? The two tax provisions involved are IRC sections 1398 and 1399. These sections provide that when an
individual files a bankruptcy petition under chapters 7 or 11 of the Bankruptcy Code, the bankruptcy estate created
a separate taxable entity from the deBfa@nd the debtor has an election available to terminate his taxable year as of
the day before the petition is filelt. When a corporation is involved in a bankruptcy proceeding, the estate is not a
separate entit}? and no election to terminate the debtor's taxable year is avaifahteeordingly, under the IRC,

when a bankruptcy petition is filed by a corporate taxpayer in middle of the tax year, the tax for that year would be
determined in the usual manner, without regard to the bankruptcy petition.

The two key bankruptcy provisions that come into play are 11 U.S.C. sections 503 and 507(a)(8). Bankruptcy law
places great emphasis on when a tax is incurred and gives different priority to taxes incurred pre and postpetition.
Under 11 U.S.C. section 503, generally, every tax incurred by the bankruptcy estate, i.e., post—petition, is an
administrative expense entitled to first priority stald©ther income taxes of the debtor, including pre—petition

federal income tax, generally would be within section 507(a)(8), entitled to eighth priority ¥tétusetermining

how to treat the straddle year income tax, no one seems inclined to simply treat the tax under the normal income ta
rules — — as if it arose at the end of the taxable year — — since this would give the income tax administrative expens
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status’ Instead, every court that has addressed this issue has determined it is necessary to bifurcate the straddle \
tax into pre and post—petition portions and to extend first priority administrative expense status to only the
post—petition portion, while the pre—petition portion receives eighth priority status. While some of the courts have
addressed the fact that such treatment is, or, at least, may appear to be inconsistent with the federal income tax rul
28 ho court has actually focused on how the division between pre and post—petition portions of the year is, or shoulc
be, accomplished? It is the author's contention that if it is necessary to divide the straddle year taxes into pre and
post—petition portions, it must be done in accordance with the IRC's normal apportioning mechanism, and that is to
apportion based solely on the amount of time in each period. What empathetically may not be done is to apportion
based on the net income earned pre—petition and the net income earned post—petition. Unfortunately, not only do tt
courts not focus on this issue, it is not even possible to surmise how the apportionment was done in the reported ce

I. Bankruptcy Law
A. Relevant Statutory Provisions

Although 11 U.S.C. sections 346(c)(1), 728(a) and 1146(a) which are analogous to IRC sections 1398 and 1399 als
are involved® and are sometimes quite important, the focus of all the cases in this area is on 11 U.S.C. sections
503(b)(1)(B)(i) and 507(a)(8)(A)(iii). 11 U.S.C. section 507(a)(1) grants first priority status to "administrative
expenses allowed under section 503(b)." The relevant portion of section 503(b) provides:
"(b) . . . there shall be allowed administrative expenses . . . including —

1....

A. any tax —
() incurred by the estate, except of a kind specified in section 507(a)(8) . . ."
Accordingly, the test to determine whether a tax is entitled to first priority treatment is two part: (1) the tax must be
incurred by the bankruptcy estate; and (2) the tax may not be of a kind specified in 11 U.S.C. section 507(a)(8)

which defines eighth priority claims. If the tax is not incurred by the bankruptcy estate, or even if a tax is incurred by
the estate, but is within section 507(a)(8), it is not entitled to first priority status.

The relevant portion of 11 U.S.C. section 507(a)(8) provides:

§ 507. Priorities
a. The following expenses and claims have priority in the following order: . . .

(8) Eighth, allowed unsecured claims of governmental units, only to the extent that such claims are for —
A. a tax on or measured by income or gross receipts —. . .

(ii) . . . not assessed before, but assessable, under applicable law or by agreement, after, the commencement of th
case....

B. Relevant Cases

Since there are only a handful of relevant cases, a brief summary of each of the cases, in chronological order, folloy
The first23 case under the Bankruptcy Code to focus on the straddle year income tax is In re O.P.M. Leasing Servic
Inc.2*In O.P.M. Leasing the Debtor filed a voluntary chapter 11 petition for reorganization on March 11, 1981. The

Debtor was on a fiscal year ending on Novembét 80hen the Trustee filed the Debtor's Indiana income tax return
for the fiscal year ended November 30 1981, it paid in full thé&tfot only the post—petition portion of the year,
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from March 11, 1981 through November 30, 1981, but did not pay any tax for December 1, 1980 to March 10, 1981
the pre—petition portion of the ye&f.The Trustee claimed that the pre—petition portion of the tax was not an
administrative expense priority under 11 U.S.C. section 503(b)(1)(B), but was a pre—petition claim. Since Indiana
filed its claim well after the bar date for pre—petition claims, the Trustee argued that this portion of the claim must be
disallowed Z Indiana argued that the entire 1981 fiscal year was one indivisible tax year terminating post—petition,
the income generated pre—petition was inseparable from the income generated post—petition and that the entire arr
was an administrative expené&The court stated the issue presented as ". . . whether the estate of a corporation
which files a bankruptcy petition in the middle of its fiscal year, incurs an administrative expense liability for
corporate income taxes allocable to the pre—petition period of that year, when the tax liability is not scheduled for
determination until the close of the fiscal ye&t."

In O.P.M. Leasing the court held the pre—petition portion of the tax was separate and different from the post—petitiol
portion and was not eligible for administrative claim staili$he court held that both parts of the 11 U.S.C. section
503(b)(1)(B)(i) test for administrative claim status were not idthe court first addressed whether the pre—petition
portion of the straddle year income tax was listed in what is today 11 U.S.C. section 5CZ(@)&)court had very

little difficulty holding that it was within section 507(a)(&5.The court noted that while the estate is not a "wholly

new entity" distinct from the pre—petition debtors, there is a definite "cleavage” which separates th&Hiso.

cleavage creates a barrier between the pre and post—petition income, and the pre—petition income is not an
administrative expensg& The court with no further elaboration simply held that the pre—petition portion of the tax fit
within section 507(a)(8), as a tax "not assessed before, but assessable . . . after, the commencement & the case."

The court in O.P.M. Leasing had much more difficulty in finding that the pre—petition tax was not "incurred by the
estate”, the other prong of the 11 U.S.C. section 503(b)(1)(B)(i) test for an administrative e¥pense. initial

matter, the court would not accept the Trustee's argument that the tax was incurred on the date it accrued, rather th
when it was assessed, since the precedent relied upon by the Trustee was not "totally ar&légoosding to the

court, all of the cases relied upon by the Trustee involved periods that either ended prior to the filing of the bankrup
petition or covered a post-confirmation periitiNevertheless, since the tax at issue was allocable to pre—petition
business activities, the court held it was not entitled to administrative expense gidtitg.court had three grounds

for its decision. First, the legislative history of 11 U.S.C. section 503(b)(1)(B) supports this conélif@ncourt

cited a passage which provided that administrative expenses should include taxes, "which the trustee incurs in
administrating the debtor's estate, including taxes on capital gains from sales of property by the trustee and taxes o
income earned by the estate during the case." (emphasis added by O.P.M. L&Anayydingly, the tax on any

income earned pre—petition and not by the estate, is not entitled to administrative expensetpiibetgourt's

second ground was that under Indiana law corporations were required to make quarterly, estimated tax fayments.
Since the Debtor's pre—petition income tax liability should have been subject to such an estimated tax payment, it w
a "claim" by Indiana that could have been listed with other pre—petition cf&iffisis, according to the court, belied
Indiana's argument that it had no right to collect the tax prior to the filing of the bankruptcy p&tition.

Without getting into an extended discussion at this point, this ground seems to be a bootstrap argument by the cour
As will be discussed in more detail lat&rtypically there is not any liability for estimated tax that is independent of

the actual final liability for tax for the yed® Estimated tax is just a method of prepaying the ultimate annual tax
liability. For example, if income, were earned during the first quarter of the year, but for the entire year a loss resulte
there is no obligation to pay estimated tax for the first quarter.

The third ground given by the court for its holding was the general principle that statutory priorities be interpreted
very narrowly, since they are fundamentally inconsistent with the basic thrust of the Bankruptcy Code, that the
debtor's limited resources be distributed equally among the credfitors.

While the court did not explicitly so state, its reliance on legislative history and rules of statutory construction sugge:
the court felt the statute on its face did not clearly resolve the issue. It is only in the face of statutory ambiguity that
resort to such extrinsic aids to statutory construction are utilized.

The next straddle year case to arise was In re Prime Motor Inn§§J IndPrime Motor the issue involved the Debtors'
fiscal year running from July 1, 1990 to June 30, 189®n July 2, 1990 the Debtors (a group of related
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corporations) sold assets for $170 millighOn September 18, 1990 the Debtors filed for bankruptcy reorganization
under chapter 122 In the schedule of assets and liabilities submitted by the Debtors, they did not list the dollar
amount of state income tax due to New Jer¥bipnstead, the Debtors listed the amount due to New Jersey as
"unliquidated, contingent and disputetf'Subsequently, the bar date for submitting pre—petition claims was set as
May 15, 19912° and New Jersey did not file a proof of claim for income tax before the batddtémately, when

the Debtors' income tax returns for the year ending June 30, 1991 were filed, it turned out that New Jersey was owe
over $2.6 million in tax, due to the gain realized on the July 2, 1990 sale of 256ets.of the issues before the court
was whether the New Jersey tax was pre—petition; since the sale occurred pre—petition, and was therefore barred
because of New Jersey's failure to file a timely claim, or whether the tax was post—petition since the tax year ended
and the tax did not become due until well after the petition and the batdate.

In Prime Motor the court spent very little time on this issue. It simply held:

Because the Sale giving rise to the tax liabilities occurred prior to the Petition Date, the Tax Obligations were incurr:
prior to the Petition Date. Accordingly, the Court concludes that the Tax Obligations constitute pre—petition
obligations of the Prime Debtors, notwithstanding the fact that the obligations were not payable or even assessable
until after the Petition Dat&°

The court's reasoning was very conclusory. Relying on In re Davidson Lumbét i€beld that "a tax accrues on the
date it is incurred, not on the date of assessment or the date it is paSfaWlile Davidson is distinguishable, since

it did not involve straddle year tax but tax due to recapture of a pre—petition investment tax credit necessitated whel
the Trustee abandoned the property for which the investment tax credit was claimed, the point adopted by Prime
Motors is simply that a tax is deemed incurred when it acctibgither Davidson nor Prime Motor focus on when a
tax accrues, both seem to simply assume it accrues when the underlying activity occurred. It appears that in Davids
this is assumed to be when the original tax return claiming the investment tax credit wsifil&time Motor it is

when the sale occurreff.

Interestingly, in stating its conclusion Prime Motor seems to mix up the concepts, Under 11 U.S.C. section
503(b)(1)(B)(i) (which Prime Motor does not even cite), the issue is when the tax is incurred. Prime Motor, following
Davidson, held this occurs when the tax accrues. However, in presenting its holding, Prime Motor reverses the two
and states "that a tax accrues on the date it is incurred® . .

The next case is Missouri Department of Revenue (In re L.J. O'Neill Shd® md)'Neill Shoe the Debtors, a group

of related corporations, filed for chapter 11 bankruptcy protection on January 24°81B9d Debtors' relevant fiscal

year began on February 25, 1990 and ended on February 23%%198ds, the Debtors' taxable year ended about one
month after they filed for bankruptcy. In O'Neill Shoe the bankruptcy court set July 1, 1991 as the bar date for filing
all claims except first priority administrative expense claifhdore than five months after the bar date, Missouri

filed a proof of claim for state income tax for the straddle yéaissouri claimed the full amount of such tax was an
administrative expense priority and therefore its claim was tirfelgi.a proceeding brought by the Debtors objecting

to this claim, the bankruptcy court held that only the portion of the tax that related to post—petition income qualified
an administrative expense claifd The portion attributable to pre—petition income, was not an administrative expense
claim and was therefore barred since it was filed [&f€he district court affirmed> and Missouri appealed. The

Eighth Circuit formulated the question on appeal as "whether the portions of . . . [Missouri's] corporate income tax
claims that relate solely to the income of the debtors earned before the date they filed for bankruptcy . . . qualify as

administrative expense claims . /8"

The Eighth Circuit started its analysis by noting that under 11 U.S.C. section 503(b)(1)(B)(i) there is a two—prong te
to qualify as an administrative expense claim: the tax must be incurred by the estate and the tax must not be specif
in what is today 11 U.S.C. section 507(a){8Both the bankruptcy and district courts below addressed both prongs

of the test’8 According to the Eighth Circuit, both courts held the entire Missouri corporate tax was incurred by the
estate, but that the portions of the tax attributed to pre—petition income fit within 11 U.S.C. section 507(a)(8) and we
therefore not administrative claims, but were time—barred eighth priority cl&iinsdeciding the issue on appeal, the
Eighth Circuit declined to address the "difficult question™" of whether the portion of the tax attributed to pre—petition
income was incurred by the estate, since it held that the pre—petition portion of the tax was within 11 U.S.C. section
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507(a)(8)%°

While both lower courts found that the plain meaning of 11 U.S.C. section 507(a)(8) covered the pre—petition portiol
of the taxes in issue since the tax was not assessed before, but assessable after, the filing of the bankrupity petitio
the Eighth Circuit did not agree. Missouri argued that the plain meaning of section 507(a)(8) was not possible since
that would completely vitiate 11 U.S.C. section 503{bjccording to Missouri, under its "plain meaning," section
507(a)(8) ("atax . .. (iii) . . . not assessed before, but assessable . . . after, the commencement of the case") would
apply to all post—petition tax, even tax for years beginning and ending post-p&lifiam.for such subsequent

entirely post—petition years would also be "not assessed before, but assessable after” the petition. Therefore, the 'y
meaning" according to Missouri would eliminate all post—petition taxes from administrative priority &tstiile

the lower courts simply found such an interpretation "absurd," the Eighth Circuit agreed with Missouri. The Eighth
Circuit held that this was one of those "rare cases" within United States v. Ron Pair Enterpriﬁsx,vlrme the

plain mgésming interpretation produces a result at odds with what Congress intended, and the plain meaning did not
govern=

Since the simple "plain meaning" interpretation was not possible, the Eighth Circuit read 11 U.S.C. section
507(a)(8)(A)(iii) to address only pre—petition taxable activity or events. This reading would make subsection (iii)
consistent with subsections (i) and (ii), which address, respectively, a pre—petition tax year ending on or before the
date of filing and a tax assessed within the 240 days prior to filing. Thus, according to the Eighth Circuit, 11 U.S.C.
section 507(a)(8)(A)(iii) addresses taxes from pre—petition events "not assessed before, but assessable . . . after, tt
commencement of the cas&’"Accordingly, this reading also would place the tax attributable to the pre—petition
portion of the Debtors' straddle year within section 507(a)(8) and therefore preclude it from receiving administrative
expense status. According to the Eighth Circuit, this reading would effectuate Congress'_intentin 11 U.S.C. section
503(b)(1(B)(i) that only post—petition taxes should be administrative expense ¢&ims.

In adopting its interpretation of section 507(a)(8), the Eighth Circuit rejected Missouri's proposed alternative reading
of section 507(a)(8)(A)(iii). Missouri argued that subsection (iii) applies to tax claims where the tax was fully
assessable at the date of the petition but not yet assessed, and remained assessable after $hgvbdation.

conceding that Missouri's reading was not implausible, the Eighth Circuit believed its reading to be more consistent
with the statute®® Rather than attempt to paraphrase the Eighth Circuit's reasoning, its own words are best: (In the
following excerpt "MDOR" refers to the Missouri Department of Revenue.)

We believe that MDOR's alternative reading is not true to the language of subsection (iii). The statute's phrase "afte
the commencement of the case," qualifies the word "assessable” in a temporal sense. MDOR's interpretation overlc
this temporal qualification and treats "assessable” as applicable to the time periods both before and after the filing c
the bankruptcy petition. To do so, MDOR must read the word "remains" into the last clause of the statute. While
MDOR's reading is not implausible, we believe our reading is more consistent with the statute as it iSwritten.

Apparently, the Eighth Circuit did not see that Missouri's proposed reading of section 507 (a)(8)(A)(iii) simply focuse
on the phrase "not assessed before" and read into it a simple implication that it applied only to tax that could have
been assessed befate.

The final argument raised by Missouri is very relevant to our inquiry. Missouri argued that splitting the straddle year
tax into pre and post—petition portions violated both I.R.C. section 1399 and 11 U.S.C. section 346(c)(1) which
provide that no separate entity is created when a corporation files in bankEiMissouri argued that by treating
different portions of the straddle year tax differently, the court was treating the pre—petition debtor and the
post—petition estate as separate entifiEEhe Eighth Circuit rejected the contention that it was splitting the Debtors'
year.2 It felt that it was treating each Debtor corporation as a single entity and was simply assigning different
priorities to different portions of the annual t&x.

The next case, Towers for Pacific—Atlantic Trading Co. v. United States (In re Pacific—Atlantic Trading’Co.),
("Patco”) is the earliest to involve federal income tax rather than state income tax. In Patco, an involuntary chapter
petition was effective on November 2, 1988The Debtor was on a calendar year for tax purpds@se bar date for

filing proofs of claim with the bankruptcy court was set as October 12, 188the IRS did not file any claim by this
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date because its records showed no outstanding assessments or unassessed tax liabilities by {Herbebemords
showed, however, that the Debtor had not filed income tax returns for 1985 througE‘ﬁS&Bsequently, on May 1,
1991 the Trustee filed the Debtor's 1988 income tax return, but the return reported only transactions occurring
post—petition1®® The IRS determined that there was unreported tax liability for 1988 of almost $5.2 million plus
interest and penalties of approximately $3.2 milli¥The Trustee instituted this action for declaratory judgment
that the claim for 1988 tax was not an administrative expéisehe Trustee argued that since the Debtor engaged in
no business activity post—petition, all the income was pre—petition and therefore the tax was not an administrative
expensel® The IRS responded that the claim was an administrative expense since it was incurred postXfetition.
The bankruptcy court granted summary judgment to the Trd&8deheld that since the income was earned
pre—petition, the tax was not incurred by the estate and was therefore not an administrative 8X@emappeal, the
district court affirmed the bankruptcy court's judgment, but on different grotifdse district court held that the

1988 tax fit squarely within what is now 11 U.S.C. section 507(a)(8)(A)ii}p wit, it was not assessed before the
commencement of the case and was assessablé’Zffes.an alternative ground, the district court held that even if
the tax was not within 11 U.S.C. section 507(a)(8)(A)(iii), nevertheless, the tax did not satisfy the "incurred by the
estate” requirement of section 503(b)(1)(B)(i), because all the relevant taxable activity occurred pre-fbhition.
holding the 1988 tax was within 11 U.S.C. section 507(a)(8)(A)(iii), the district court held the language of this
provision was "not overtly ambiguous” and therefore both rejected resort to legislative history and would not accept

other interpretive problems with the language argued by the Goverrdifent.

The Ninth Circuit affirmed the district court's decision, but its reasoning differed. The Ninth Circuit carefully analyzec
both portions of the 11 U.S.C. section 503(b)(1)(B)(i) test for administrative claim status. The Ninth Circuit held that
the 1988 tax was incurred by the estate since a tax always is incurred on the last day of taxalilelgeaver, the

Ninth Circuit also held that the tax was not eligible for administrative claim status since it is described in today's 11

U.S.C. § 507(a)(8)}*°

With respect to whether the 1988 income tax was "incurred by the estate”, the Ninth Circuit commenced its analysis
by first focusing on the language of the statttEWhile the term "estate" did not give the court any probigén,

"incurred" did. The Bankruptcy Code does not define incurred, and the dictionary definition of "become liable or
subject to" does not helf® Here, the income subject to tax accrued pre—petition, before the existence of the estate,
but became payable after the estate's credfibAccording to the Ninth Circuit it was unclear whether the Debtor or
the estate "became liable or subject to" the 1988thAccordingly, since the statute is facially ambiguous, and there

is no Ninth Circuit precedent, the Ninth Circuit looked to the statute's legislative higfory.

In reviewing the legislative history, the Ninth Circuit became convinced that "[t|he pertinent legislative history clearly
demonstrates that the drafters of § 503(b)(1)(B)(i) intended that a tax on income should be treated as 'incurred’ on t
last day of the taxable period?® When the House version of what ultimately became the Bankruptcy Code of 1978
came to the Senate, one of the amendments recommended by the Senate Finance Committee was a general defin
of when a tax is incurred as follows?

a.For purposes of this title — -
l.ataxon

or measured by income or gross receipts for a taxable period shall be considered incurred on the last day of the tax
period; . ..

While this provision did not survive in the House and Senate compromise bill that ultimately was enacted,
nevertheless, final statements made by both the House and Senate sponsors of the bill on their respective house fl
convinced the Ninth Circuit that the intent of the legislation was to follow the substance of the proposal, though the
language was dropped due to other interpretative conc¢éins.

Interestingly, while the Ninth Circuit adopted the Government's argument that a tax accrues on the last day of the
taxable period based on the legislative history of the Bankruptcy Code, it refused to even consider the Government
argument that the Internal Revenue Code mandates the samée:#2sult.
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Turning to the section 507(a)(8) prong of the test for administrative expense status, the Ninth Circuit seems to have
done a 180 degree turnaround. As eager as the Ninth Circuit was to look to the legislative history of "incurred by the
estate,"” it was absolutely adamant in refusing to consider the legislative history of 11 U.S.C. section 507(a)(8)(A)(iii
"not assessed before, but assessable . . . after . . ." language. The Ninth Circuit would not accept any argument offe
by the Government that section 507 (a)(8)(A)(iii) was ambiguous and that resort to legislative history or other
interpretational guidance was necess&yindeed, the Ninth Circuit rejected the very same arguments that the Eighth
Circuit in O'Neill Shoe acceptelf® Instead, the Ninth Circuit held simply that section 507(a)(8)(A)(iii) was
unambiguous and its plain meaning included the 1988 income tax at issué}ignerefore, the 1988 income tax

was not eligible for administrative expense stalifs.

The last case directly on point is United States v. Hillsborough Holdings Corp. (In re Hillsborough Holdings Corp.)
131 Here, too, the issue involved was the treatment of federal income tax for the straddi¥# ybaarDebtor and its
subsidiaries operated on a fiscal year ending May330n December 27, 1989, the Debtors filed a voluntary

chapter 11 petitiort®* For the tax year ending May 31, 1990, the Debtors filed a consolidated income tax return and
paid in full only an amount they characterized as the pro rata portion of the tax attributable to the post—petition porti
of the year®® The IRS filed an application with the bankruptcy court seeking allowance of the unpaid tax as a first
priority administrative expensE® In ruling against the IRS's claim, the bankruptcy court held the IRS's claim fit
squarely within today's 11 U.S.C. section 507(a)(8) and also that, to the extent the income was earned pre—petition
tax was not incurred by the estdff.On appeal, the district court affirmed the bankruptcy court and both parts of its

holding.X38

In affirming the district court's holding, the Eleventh Circuit did not address the issue of whether the tax was incurre:
by the estate. It assumed, arguendo, that it Waslevertheless, since the pre—petition portion of the tax was within

11 U.S.C. section 507(a)(8)(A)(iii), the Eleventh Circuit held it was not eligible for administrative expense treatment.
140

In its analysis of section 507(a)(8)(A)(iii), the Eleventh Circuit refused to accept the IRS's argument that the
provision's plain language results in the absurdity that all post—petition tax, even for years that begin and end
post—petition, would not be eligible for administrative claim status and therefore section 507(a)(8)(A)(iii) should be
interpreted as applying only to tax that was assessable though not assessed before, but was assessable after the fi
1“1 The Eleventh circuit noted that it was following both the Eighth and Ninth Circuits in O'Neill Shoe and Patco in
rejecting the IRS's proposed interpretatidAlnstead, the Eleventh Circuit adopted the O'Neill Shoe interpretation of
section 507(a)(8)(A)(iii) that it "address[es] taxes derived from pre—petition events 'not assessed before, but assess
.. . after, the commencement of the cagé™

Without much discussion, the Eleventh Circuit also followed O'Neill Shoe and held that allowing division of the
straddle year tax into a pre—petition eighth priority portion and post—petition administrative expense portion did not
subvert the Internal Revenue Cotf The Eleventh Circuit, following O'Neill Shoe held that creating two "portions"
for priority purposes did not permit the debtor to create separate taxableiidastead, and without any

explanation, the Eleventh Circuit simply asserted that the tax for the straddle year was imposed as if no bankruptcy
petition were filed, as required by the tax law, though the payment of the tax would be governed by principles and
priorities of the bankruptcy law&® This assertion by the Eleventh Circuit is especially mystifying since in a footnote
a few lines further in the opinion the court acknowledges it does not know how the pre and post—petition portions of
the tax were calculatetf’

Although not directly on point, some attention must be given to In re Bayly EBgince it stated, albeit in dicta,
that income tax on income earned during the portion of the straddle year before the bankruptcy petition is filed is a

pre—petition claim® and it also focused on 11 U.S.C. section 503(b)(1)(ESA).

As general background for the issue involved in Bayly, it is necessary to focus briefly on one aspect aPERISA.
Under ERISA, the Pension Benefit Guaranty Corporation ("PBGC") becomes the statutory trustee of any plan
terminated without sufficient funds to pay its guaranteed bengfitshe plan sponsor, which is generally the

employer, becomes liable to the PBGC for the total amount of the unfunded guaranteed benefits of the plan, up to &
limitation of thirty percent of the net worth of the employ?If the employer fails to pay the amount of its liability
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upon demand by PBGC, PBGC can establish a lien on all property of the emi@byader ERISA, for bankruptcy
purposes such lien is treated in the same manner as a tax due and owing the Unitétf States.

In Bayly, the debtor, which was a corporation, filed for reorganization under chapter 11 on December 1%, 1990.
When the Debtor failed to reorganize, on November 29, 1992, the bankruptcy court converted the case to a liquidat
under chapter 22/ Under an agreement between the Trustee and the PBGC, the Debtor's pension plan was termina
on September 1, 19918 At the termination date, the plan had unfunded benefit liabilities of almost $1.1 nditfion.
PBGC then filed a proof of claim for approximately $352,000, which was thirty percent of the Debtor's net worth on
the termination daté® At issue was whether this claim was entitled to administrative expense priority under 11
U.S.C. section 503(b)(1)(B)(i) since it was post—petition, if it was deemed to arise on September 1, 1991, the plan
termination datet®!

Bayly

is distinguishable from the issue under discussion since it does not involve an incaffdrigact, in Bayly, the
PBGC never obtained a valid lien for its claim since the bankruptcy stay was already in place when the pension plal
terminated’®® so the PBGC claim never even ripened into "tax" staffis.

When the Tenth Circuit reviewed the lower court's determination that the PBGC's claim was not entitled to
administrative expense status, it focused on 11 U.S.C. section 503 (b)(1}BRihce the PBGC's claim was not
within_11 U.S.C. section 507(a)(8), according to the Tenth Circuit, the issue hinged on whether the claim was a "tax
and whether it was "incurred by the estate.” Since the Tenth Circuit agreed with the lower courts that the claim was
not incurred by the estate, because all the work rendered by Debtor's employees occurred pre—petition, it sidestepy
the issue of whether the claim was a t&&Ultimately, the Tenth Circuit treated this PBGC claim as simply a

situation where liability is created pre—petition, despite the fact that some triggering event occurs postiffetiion.
such, under the Tenth Circuit's analysis, the claim here is similar to a guaranty undertaken pre—petition, but where
payment occurs post—petition, and real estate taxes that accrue pre—petition, but are not calculated or do not becor
payable until post—petition, both of which are treated as pre—petition, non-administrative exignses.

Although Bayly is totally distinguishable from the straddle year issue under examination, in the course of its
discussion, it did include income taxes on income earned pre—petition as an example of claims that are treated as
pre—petition, though there is a post—petition triggering ed&hBayly, however, seems not to have focused on the
issues implicated when an income tax is involved. Bayly contains absolutely no discussion of any pertinent issues, |
a statement of its conclusion that the tax on pre—petition income is not an administrative expense. Similarly, Bayly
cites only OPM Leasing as its authority, and recognizes through a "cf.” cite that Patco is to the ¢ahktaryever,

Bayly completely misses O'Neill Shoe and Hillsborough, despite the fact they are more recent and decided in circui
courts. Similarly, later in the opinion Bayly does not distinguish income taxes from other taxes in its discussion of
when a tax is incurred under the Bankruptcy CaeBayly, though it does refer to income tax in its analysis, simply
seems not to have focused on the issues raised when an income tax is involved——most likely because Bayly did no
involve even a "tax."

Il. Tax Law

To properly understand the relevant tax considerations, it is necessary to briefly review some general tax principles
and then to examine IRC sections 1398 and 1399 through the prism of these general ptificiples.

A. General Principles
One of the most fundamental concepts of our federal income tax system is that the tax is an annual tax. The
tax due for the year, if it has not been prepaid by withholding or estimated tax pajfhentst be paid,
without assessment and without notice or demand, with the tax return due shortly after the end offe year.
The concept of an annual taxable period —— the taxable year —— has been a feature of our modern income t:
since its inceptiort” In an early landmark decisial® the Supreme Court upheld the taxable year
convention recognizing that it was a necessity if the government was to operate efficiently:
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It is the essence of any system of taxation that it should produce revenue ascertainable, and payable to the
government, at regular intervals. Only by such a system is it practicable to produce a regular flow of income
and apply methods of accounting, assessment, and collection capable of practical opEration.

Today, the taxable year concept is codified in IRC Section 441 which permits taxpayers to utilize either a
calendar or fiscal yeaf® as their taxable year”®

Normally, the determination of taxable income and, consequently, the amount of tax due, is based on the
taxable yearr®° From a practical standpoint, the taxable year is a rather artificial concept. If one prolonged
financial transaction spans several taxable years it is nevertheless necessary to report the segment that occ
this year on this year's tax retutf Similarly, all transactions occurring within this artificial period must be
aggregated and reported on this year's tax return, regardless of whether the gain may have accrued over ar
extended period of timé®? From a tax standpoint, it normally makes no sense to attempt to determine how
much tax was incurred in a portion of the tax year, since the tax consequences are dependent upon what
happens during the remainder of the taxable year. Thus, even if a profit is earned in the first half of the year,
whether any tax is incurred and also, perhaps, the rate of tax, will be indeterminable until the end of the yeal
A large loss during the second half of the year may totally eliminate any tax for th&$ear.

There are very few instances in the Internal Revenue Code when it is necessary to determine taxable incornr
and/or components thereof for a portion of a taxable year. Whenever such a determination is required, there
seem to be only two possible methods to accomplish this result. The first method is to take the amounts
determined for the entire taxable year and to prorate them based on the time before and after the triggering
event. The second method is to terminate the taxable year on the date of the triggering event and to treat ec
partial year as a separate taxable period.

Although the situations in which it is necessary to determine tax results for a portion of a year are quite
diverse, the approach taken to effectuate the result is quite uniform. With only one slight exception, what
normally happens is one of two possibilities: Either one of the two possible methods of allocation is
mandated, or else the taxpayer is permitted to choose which of the two methods the taxpayer wishes to utili

Five situations in which it is necessary to make a partial year determination are now presented to illustrate
how the Internal Revenue Code generally handles such situations. The last situation is the one in which the
normal pattern is modified somewhat.

Situation 1: Midyear Termination of Interest by S Corporation Shareholder

An S corporation is very different from an ordinary corporation that is referred to as C corpdfasion.

ordinary C corporation is a separate, independent taxable entity. It pays tax on its net income. For tax
purposes, its shareholders have no direct connection with the corporation’'s income. The shareholders repor
income only when the corporation distributes income to them in the form of a divif2Ad.S corporation

on the other hand is a conduit for tax purpo&&sts income and expenses flow through to its shareholders

and must appear on the shareholders' income tax returns, regardless of whether the corporation made any
distributions to the shareholdet&’ An S corporation generally does not pay any corporate level income tax.
188 An S corporation's items of income and expenses normally flow through to its shareholders annually at tt
end of the taxable year. The corporation's items of income and expenses for the taxable year are attributed
each shareholder on a pro rata basis. Each item of income and expense is apportioned equally to each day
the taxable year, and each daily amount in turn is apportioned to each share of stock outstanding on that da
189When a shareholder terminates his or her interest in the S corporation, it is necessary to determine the t
attributes for the pre—termination and post—termination portions of the year. The attributes of the
pre—termination portion of the year are attributable also to the terminated shareholder, while the attributes o
the post-termination portion of the year are attributable only to the continuing shareholders. The allocation
may be accomplished by the normal method of proration—-based-on-time. However, if all affected
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shareholders and the corporation agree, an election is available to apportion the corporation's attributes for
that year by the closing—of-the—year method. That is, as if the corporation’s taxable year consisted of two
taxable periods, the first of which ends on the day the shareholder terminated his/her interest in the
corporation*® and the second of which runs from the next day until the end of what would have been the

regular taxable year.

Situation 2:Midyear Termination of Corporation's S Status

Similar to Situation 1, when an S corporation's election to be treated as such terminates during a taxable ye
1the need arises to allocate its tax items for that year to the pre and post-termination portions of the year
that each set of tax items may be appropriately treated under either the S corporation or C corporation tax
regimes. Here too, the statute provides that the apportionment generally shall be done on a strictly
based-on-time method, by taking the totals for the S termination year and assigning an equal portion to eac
day of the yeart®? Alternatively, and subject to certain conditions, an election is available to utilize the

closing—of-the—year method and to treat each portion of the year as a separate taxdfife year.
Situation 3: Limitation On Corporation's Net Operating Loss Carryover.

Another illustration of the proration based—on-time versus the closing—of-the—year dichotomy is contained |
IRC section 382. When a corporation incurs a loss in any taxable year, the loss may be carried back or carri
forward and offset taxable income of the year to which it is catdthen a corporation undergoes a

change in ownership®> IRC section 382 imposes a limitation on the deductibility of any pre—change net
operating losses®® To precisely apply the limitation, it is necessary to divide the taxable income or loss for
the year in which the ownership change occurs into pre and post—-ownership change segments. The
pre—ownership change results are free of section 382's limitations and will either utilize (if net income) or
increase (if net loss) the existing net operating loss under the normal rules. The post—-ownership change res
will be subject to the section 382 limitations. To allocate the year of the change results, section 382(b)(3)(A)
provides that the corporation's taxable income for such year shall be allocated ratably on a ddily ib=sis,
based-on-time. An election is provided in the Regulations to make the allocation based on a

closing—-of-the—-year method, as if the corporation's books were closed on the date of the ownership change
198

Situation 4: Corporation Enters or Leaves Consolidated Group Midyear.

Under the consolidated return rules an affiliated group of corporations may make a consolidated return for tf
group rather than separate returns for each member of the §tbifia. corporation enters or leaves a group
during a taxable year and is a member of the affiliated group for only a portion of the year, the consolidated
return may include this corporation's tax results for only that portion of the year during which it was a membe
of the group2®° Under the Regulations, the entering or departing corporation's tax results for the year of
change is determined by the closing—of-the year method; i.e., by treating its taxable year as terminating on
the day it either becomes or ceases to be a member of the affiliated?8ttinmer certain circumstances, an
election of the based—on-time method is available, to ratably allocate its tax results over the days in its

original tax year?%

Situation 5: Partner's Midyear Termination of Interest —— The Exception

The only situation that differs somewhat from the general closing—of-the—year versus
proration—based-on-time dichotomy is found in the partnership area. A partnership, like an S corporation, i
a conduit. Although it must file a tax retuf®it is not subject to income ta¥? Instead, its partners are

liable for the tax in their separate or individual capacifi®dJnder IRC section 706(c)(2)(A), whenever a
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partner's entire interest in a partnership terminates, the partnership's taxable year closes with respect to suc
partner. Under the Regulatiod®® "[i]n order to avoid an interim closing of the partnership books, such
partner's distributive share of items . . . may, by agreement among the partners, be estimated by taking his |
rata part of the amount of such items he would have included in his taxable income had he remained a partr
until the end of the partnership taxable year." So far this is simply another illustration of the based—-on-time
versus closing—of-the—-year methods. However, the Regulations go on to provide that "[tlhe proration may b
based on the portion of the taxable year that has elapsed prior to the . . . [termination] or may be determinec
under any other method that is reasonabff’{emphasis added). While this latter language opens up the
possibility of a proration based on some method other than time, this provision, it is submitted, is really a
function of the intricacies of partnership allocations and not any encroachment on the general
closing—of-the—year versus examples of proration—based-on-time dichotomy. The history of partnership
taxation is replete with both taxpayer manipulation of allocatiffend government responses ther&tdin
addition, partnership allocations are intrinsically difficult to limit since the factual variations that need to be
accommodated are almost infinite. For instance, partners may devote differing amounts of time or capital to
the partnership; partners may have different expertise or different levels of expertise, etc. It seems the purpc
of the language in the Regulations is simply to accommodate the additional flexibility that might be required
in the partnership area rather than to change the basic closing—of-the-year versus proration—based-on-tirr
dichotomy.

B. Bankruptcy—Specific Tax Provisions

IRC sections 1398 and 1399 specifically address certain tax issues arising in bankruptcy proéEbdihiys these
provisions were already briefly examinétf it would be appropriate to review them again briefly so they might be
placed in proper context in light of the general principles just discussed.

Taken together, IRC sections 1398 and 1399 establish the broad overall tax scheme applicable to debtors who file
bankruptcy petitions. When an individual files a bankruptcy petition under chapters 7 or 11 of the Bankruptcy Code,
the bankruptcy estate created is a separate taxable entity from the?tfedntdrthe debtor is given an election as to
whether s/he wishes to terminate the taxable year as of the day before the petitiortis ¥ilbeén a corporation files

for bankruptcy, the estate is not a separate edfignd there is no election to terminate the taxable aFhis is

the plain meaning of the statute, it effectuates Congress' Iifemtd, with respect to the treatment of corporations, is
identical to the treatment provided in the Bankruptcy Code for corporations vis—a-vis state and local incoaté taxes.

From the prism of the general tax principles discussed above, when Congress does not permit corporations to
terminate their taxable year as a result of filing in bankruptcy, what must obviously be intended is that the tax for su
straddle year be calculated on the basis of the normal taxable year concept. Under the normal taxable year concep
would not be possible to determine how much of the annual tax is specifically attributed to any portion of the year,
since all segments of the year are inexorably intertwined. The profitable sale that occurs during the first part of the
year will not generate any tax if sales during other portions of the year generate losses of equal magnitude. Similarl
the rate of tax for the year might differ, depending on how much income or loss is generated during other parts of tf
year. It is not possible, other than by terminating the year, to determine what is pre and what is post—petition tax. If |
were absolutely necessary to treat different portions of the annual tax differently, a proration—based—on-time would
seem to be the only permissible method. Congress in a bankruptcy—specific tax provision, has explicitly said that
termination—of-the—taxable-year is not available to corporate bankrupts.

I1l. Analysis/Critique of the Existing Cases

In reviewing the handful of cases on point, the author is struck by the fact that the cases seem to focus only on
bankruptcy concerns. There is no attempt to comprehend the relevant tax issues. Nor, more importantly, is there ar
real attempt to reconcile the bankruptcy and tax regimes so as to eliminate, or at least minimize, any resulting
conflicts. If these cases are analyzed strictly from a bankruptcy vantage, they seem to make sense. All the cases,
including three circuits, and, if the dicta in Bayly is counted, four circuits, reach the unanimous conclusion that only
the post—petition portion of straddle year income tax is entitled to first priority administrative claim status. From a
technical perspective, this result is arrived at by meshing the two—part_test of 11 U.S.C. section 503(b)(1)(B)(i) with
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the rather ambiguous language of 11 U.S.C. section 507(a)(8)(A)(ii)). Whether achieved by holding the pre—petition
portion of the straddle year income tax is not “incurred by the estdter'that it is described in section
507(a)(8)(A)(iii), 2° the result is the same —— bifurcation of the straddle year income tax into pre and post—petition
portions.

From a bankruptcy policy perspective, this result may be correct and desirable. It is consistent with the general
principle that only taxes incurred by the estate are administrative expenses entitled to first priority. Until the petition
filed there is no estate. Hence, first priority cannot be extended to pre—petitiorfiasasilarly, there is legislative
history of 11 U.S.C. section 503(b)(1)(B)(i) suggesting that first priority administrative expense status is only to be
extended to tax on income earned by the esiEtEinally, priorities under the Bankruptcy Code are exceptions to the
general principle that all creditors are to be treated equally and therefore are construed ver§Zétrictly.

From a tax law perspective, the cases are most striking for their failure to really focus on the tax issues implicated a
for their consequent failure to even attempt to reconcile the bankruptcy and tax schemes. OPM Leasing and Prime
Motor never even mentioned tax I In Patco, though the taxpayer argued that under the Internal Revenue Code a
tax is incurred at the end of the taxable year, the Ninth Circuit did not address théﬁf)hn’stead, the Ninth Circuit

held that the straddle year tax is "incurred by the estate"” based solely on the legislative history of the Bankruptcy
Code.22 While O'Neill Shoe and Hillsborough did address the argument that bifurcating the straddle year tax into pr
and post—petition portions violates IRC sections 1398 and ¥¥a#ey did so only in a very abbreviated and shallow
manner. They simply asserted that bifurcating the tax for priority purposes is not the same as terminating the taxabl
year.22’ They even suggested they were treating the straddle year tax as a unit, despite its bifurcation for priority
purposes, even though neither case indicated how the tax for the year was determined nor how the division into pre
and post—petition portions was accomplisH&fiin fact, Hillsborough admitted that "[t]he actual method . . . used to
calculate the pre—petition and post—petition portions of . . . [the] tax liability is somewhat of a my&fery."

Even a cursory review of tax principles discloses that income tax is an indivisible unitary amount, that generally is
determined annually on the basis of all events transpiring during the taxable year. In the relatively rare instances
during the lifetime of a taxpayer when it is necessary to determine the tax (and/or some other tax attribute) for only
portion of a taxable year, there are only two methods available: (1) closing—of-the—-taxable year; and (2)
apportionment-based-on-time. Since Congress in IRC sections 1398 and 1399 explicitly eliminated the
closing—-of-the—taxable—year option, the only possible method available is to apportion—based-on-time. However,
not only do the relevant cases fail to attempt to reconcile these tax principles with the bankruptcy result they wish tc
obtain —— to bifurcate the straddle year tax for priority purposes —— they fail to even indicate any comprehension of
the tax principles involved.

It is especially difficult to understand why the cases make no attempt to glean the tax law and to attempt to reconcil
with the bankruptcy principles in this area. The issue involved here is not simply the result of a chance intersection
a general tax provision with the carefully crafted bankruptcy scheme. Instead, IRC sections 1398 and 1399 are
bankruptcy—specific tax provisions. Congress was focusing specifically on the bankruptcy scheme when it provided
that for corporate taxpayers the bankruptcy estate is not a separate taxpayer from the pre—petition debtor and there
no election available to terminate the taxable year. Indeed, based on general principles of statutory construction the
when there is a conflict between different statutes the most recent one normally takes pre8d#RAcsections

1398 and 1399 should take precedence since the Bankruptcy Code was enacte@intig8RC sections 1398

and 1399 were enacted as part of the Bankruptcy Tax Act of £8&milarly while the United States Supreme

Court has held that the bankruptcy scheme take priority over the tax séftmat was just for the particular

conflicts involved, it was not a general grant of precedence to the bankruptcy scheme over the tag®cheme.

While none of the relevant cases seems to have gone beyond purely bankruptcy concerns to attempt to properly
fathom the tax principles and then to mesh the competing policy concerns of bankruptcy and tax laws in this
intersection of the two schemes, a related bankruptcy case in an analogous area seems to have gotten the tax con
exactly right.

In re Michaelsorf®®
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involved the confirmation of a chapter 13 bankruptcy plan by husband and wife d&fitéhe Debtors, who were
calendar year taxpayers, filed a chapter 13 petition on September 15, 1995. The IRS did not file a claim for any 199
income tax contending that the tax liability arose on December 31, 1995, the last day of the Debtors' taxable year, ¢
was therefore entirely a post—petition debt. On March 25, 1996 the Debtors filed a claim on behalf ofthe IRS
contending that the amount of estimated tax they should have paid for the first and second quarters of 1995 were
pre—petition claims entitled to eighth priority status under 11 U.S.C. section 507(a)(8)(A)(ii)). The IRS objected to
such treatment of the 1995 tax claim and consequently objected to the confirmation of the chaptef>£3 plan.

Although michaelson involves an individual debtor and a plan under chapter 13 of the Bankrupt&@asde,
nevertheless analytically very close to the cases discussed above. The issue in Michaelson involves proper treatme
of the straddle year federal income 4R Also, although the Debtors in Michaelson were individuals, in chapter 13
proceedings individual debtors are not authorized to terminate their taxabl&d/ketead, they are in exactly the

same position in this regard as a corporation involved in a chapter 11 or 7 bankruptcy proceeding.

In reaching its decision, the court in Michaelson gave its analysis and then, since it was within the Eighth Circuit ant
bound by O'Neill Shoe, the conclusion mandated by the O'Neill Shoe preé&dEme. court commenced its analysis

with an examination of 11 U.S.C. section 507(a)(8)(A)(iii), since, ultimately, the issue for decision was whether any
portion of the straddle year tax was an eighth priority claim within this provision and, to that extent, not an
administrative expense. To be within section 507(a)(8)(A)(iii), the court reasoned, there must be a pre—petition clain
223 Under the Bankruptcy Code, a “claim" is defined as a "right to payn#&hir' determining that logic supports the
IRS's view that the right to payment did not arise until the last day of the taxable year, here December 31, 1995, the
court stated:

A right to payment of the tax cannot exist without a corresponding liability for payment. Liability for income taxes
arises at the end of a taxpayer's tax period, when all events have occurred that are necessary to determine whethe
tax is owing for the period. Tax liability is determined by computing taxable income for the entire year, based on
income, deductions, exemptions, credits, etc., for the entire year. Tax related events are not restricted in applicatior
the quarter in which they occur, but apply as part of a gross calculation of events for the entire taxable year. Thus, f
instance, income realized in one quarter can be subject to deductions based on events occurring in another quarter
seems evident then, that the IRS had no right to payment of 1995 taxes from the Debtors at filing of their bankruptc
case on September 15, 1948,

According to Michaelson, the obligation to pay quarterly estimated tax payments did not create any right to paymen
since estimated tax is just a deposit towards the final liability for the3/8&ach quarter's estimated payment bears

no relationship to income earned that quarter. Instead, it is based either on the final tax due ultimately for this year ¢
the tax due for last year. In fact, if it turns out no tax is due for the year, then there is no obligations to pay estimate
tax.

The court's conclusion was:

If the foregoing analysis were applied, it seems clear that the Debtors' liability for 1995 income taxes could only first
arise on December 31, 1995, at the close of their tax period, when their income taxes for the year became capable
assessment. At that point, the IRS would have a right to payment of the tax even though actual payment was not dt
until April 15, 1996. It would follow that: the Debtors' entire 1995 income tax liability arose postpetition; the IRS'

right to payment of the tax first arose postpetition; and the entire claim for 1995 income taxes would be a postpetitic

claim. 2%’

In reaching its conclusion, the court focused on the language of section 507 (a)(8)(A)(iii)) (a tax "not assessed befor:
but assessable... after, the commencement of the case") and decided it would have accepted the position put forth
the IRS in O'Neill Shoe that this provision applies to situations where the tax period was closed and the tax is still
capable of assessment but where the tax was not assessed due to negotiations or some dispute that was in proces
resolution2#8 In O'Neill Shoe, while the Eighth Circuit conceded that the IRS's interpretation was not implausible,
they did not seem very impressed with the IRS's proposed interpretation and they held that their own "permissible™

interpretation, that section 507(a)(8)(A)(iii) applies only to pre—petition taxable activity or events, was more



consistent with the Bankruptcy Code. Similarly, in Patco the analysis of the IRS's proposed interpretation left the
reader with the feeling that there was not much substance there. However, the court in Michaelson quoted a passa
from the legislative history of section 507(a)(8) that put the IRS’s proposed interpretation in a much stronger light.
The passage quoted indicated that in section 507(a)(8) Congress was addressing a situation where the tax remaine
assessable under the statute of limitations but where there had been a restriction on assessment and collection of t
tax due, for instance, to litigation in Tax Court, thus strongly supporting the IRS's proposed interpf&tation.

Notwithstanding its analysis, Michaelson recognized that it was bound by the Eighth Circuit's opinion in O'Neill Shot
which held that section 507(a)(8)(A)(iii) applied to the portion of the straddle year taxes that relates to pre—petition
income. 2 At this point the Michaelson court pretty much threw its hands up in despair! After reviewing Missouri's
argument that both the bankruptcy provisions (vis—a-vis state income tax) and the Internal Revenue Code (vis—a-v
federal income tax) prohibit bifurcating the straddle year and O'Neill Shoe's rather glib response that it was not
bifurcating the year but simply taking the income tax liability for the entire year and, for priority purposes, assigning
the pre—petition portion to eighth priority status and the post—petition portion to administrative expense status, the

court did not know how to proceed:

The response suggests that the tax for the taxable year is to be computed on the gross income, deductions, exemp
credits, etc. for the entire period; and then, the resulting tax should be somehow apportioned to pre and postpetitior
liability. But, how is the tax to be apportioned? "Prepetition taxable events" affect, and are affected by, postpetition
taxable events in computing a single indivisible tax for the period. There exists no apparent measure for relating a
portion of the tax to prepetition income, other than through bifurcating the tax period prior to determining the tax.

How then can the Debtors relate their 1995 income tax liability to their prepetition income? It seems that the Debtor
must first identify their 1995 prepetition income. Then, it seems, the Debtors must show how pre and postpetition
deductions, exemptions, credits, etc., affected that income to produce a calculated portion of their 1995 income tax
liability. The question, more precisely, is: how can the Debtors relate their 1995 tax liability to their prepetition
income without bifurcating the tax period? Perhaps, the answer is that they &nnot.

IV. A Suggested Approach

The solution proposed is that the straddle year tax be determined under normal tax principles based on results for t
entire year, without any attempt to terminate the year. To determine the pre and post—petition portions of the tax,
apportionment based-on-time should be utilized. In this way the bankruptcy goal of treating pre and post—petition t
differently for priority purposes is achieved while the dictates of IRC sections 1398 and 1399 not to terminate the
taxable year are not violatel?

To illustrate, if a bankruptcy petition is filed by a calendar year corporate debtor on M&rehelax for the entire

year should be apportioned 70/365 to the pre—petition period and 295/365 to the post—petition period, based on the
number of days in each peridd® Any attempt to determine the exact income earned and the tax incurred in the pre
and post—petition periods would simply be a termination of the taxable year, though perhaps under the guise of a
different name.

As a technical means to achieve the suggested result and to further reconcile the bankruptcy and tax provisions an
limit the potential conflict between them as much as possible, the following approach to 11 U.S.C. section
503(b)(1)(B)(i) is suggested. In applying the first prong of the two part test to determine administrative expense stat
the Ninth Circuit's holding in Patco should be adopted. The straddle year tax should always be deemed "incurred b
the estate” since a tax is always deemed incurred on the last day of the taxable year. While Patco based its holding
solely on bankruptcy law, i.e., on the legislative history of 11 U.S.C. section 503(b)(1{B}i)s holding is

consistent with the tax law's taxable year concept and the fact that the tax becomes due at the end Xfibgear.
second prong of the test, that any tax within 11 U.S.C. section 507(a)(8) is not entitled to first priority status, would
then be used to eliminate the pre—petition portion of the straddle year tax from first priority status, as OPM Leasing,
O'Neill Shoe, Patco and Hillsborough all held.
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The only perceived criticism of the suggested approach is that apportioning the straddle year tax based—-on-time is
arbitrary, since it is purely mathematical and does not reflect actual results in either the pre or post—petition periods
However_IRC sections 1398 and 1399 mandate this result. As Michaelson so perceptively realized, short of
terminating the taxable year, there is really no way to determine the actual pre and post—petifibin tastdition,

since the suggested approach apportions the straddle year income tax based solely on time, the result will not char
much if the sale of a substantial asset of the bankrupt occurred the day before rather than the day after the petition
filed. It would therefore seem to reduce any incentive to strategically time the filing to affect tax outcomes that migh
exist under other apportionment methods.

In crafting what, hopefully, is a very simple solution to the issue of the treatment of the straddle year tax, the author
was guided by two overarching principles. First, as in any instance when two statutory schemes conflict, or potentia
conflict, it is necessary to reconcile and mesh the two schemes. Without a very good reason, it is hot permissible to
simply ignore one scheme. Accordingly, the approach taken by the existing cases of pretty much ignoring the tax
scheme and looking only at the bankruptcy scheme is rejected. The second overarching principle is that the result
reached by the existing cases —— that only the post—petition portion of the straddle year tax should be treated as a f
priority administrative expense —— is probably correct and should be effectuated. This conclusion is based on the
following:(1) all of the relevant cases reach the same result, including three Citédisy, if the dicta in Bayly>®

is considered; and (2) as indicated above, the legislative history of 11 U.S.C. section 503(b)(1)(B)(i) does suggest tl
only tax on income earned by the estate is to be given first priority status and it is difficult to rationalize how
pre—petition income may be deemed to be "earned" by the estate. Finally, while bankruptcy law seems to require th
result, the tax law has no strong policy requiring a different result. So long as the tax year is not inappropriately
terminated, the tax law seems indifferent to whether all or only some portion of the straddle year tax is given first
priority status.

In conclusion, under the tax law only two methods of apportionment are ever permitted: (1) apportioning ratably
based on time; and (2) terminating the taxable year. Since IRC sections 1398 and 1399 prohibit terminating the
taxable year, the apportionment must be done ratably over time. It is a simple method; it creates no artificial plannir
opportunities and does not conflict with bankruptcy policy. The existing cases that do not face the apportionment is:
create a conflict between bankruptcy and tax law where none exists.

FOOTNOTES:

! Professor of Law, St. John's University School of Law. The author gratefully acknowledges the very helpful
comments of G. Ray Warner, Professor of Law, University of Missouri—-Kansas City. The author also wishes to
acknowledge the very able research assistance of Kyle Barry, class of ‘01 and Carl Fiore, class of '99. Back To Tex

211 U.S.C. § 701 (1994) (setting out provisions of chapter 7 bankruptcy): id. § 1101(setting out provisions of chapte
11 bankruptcy). Back To Text

3 Neither the relevant bankruptcy priority provisigns. 11 U.S.C. §§ 503(b)(1)(B)(i) and 507 (a)(8), nor the cases

distinguish between the federal income tax and similar state income taxes. See id. § 503(b)(1)(B)(i) (stating "[a]fter
notice and a hearing, there shall be allowed, administrative expenses, other than claims allowed under § 502(f) of tl
title, including. . . any tax. . . incurred by the estate, except a tax of a kind specified in § 507(a)(8) of this title"); see |
§ 507(a)(8) (setting forth priority of unsecured governmental unit claims). Of the four leading cases in this area, In r
Hillsborough Holdings Corp., 116 F.3d 1391 (11th Cir. 1997): L.J. O'Neill Shoe Co. v. Missouri Dep't of Revenue (Ir
re L.J. O'Neill Shoe Co.), 64 F.3d 1146 (8th Cir. 1995): Towers for Pacific—Atlantic Trading Co. v. United States (In

re Pacific—Atlantic Trading Co.), 64 F.3d 1292 (9th Cir. 1995); and In re O.P.M. Leasing Services. Inc., 68 B.R. 979
(Bankr. S.D.N.Y. 1987), two (O'Neill Shoe and O.P.M. Leasing) involve state income tax and the cases cite one

another indiscriminately. Accordingly, the discussion is also applicable to state income taxes that are similar to the
federal income tax. Taxes other than the federal income tax and similar state income taxes as, for instance, excise
personal property taxes are not addressed herein since they may accrue or be triggered differently than income tax

See In re Overly—Hautz Co.. 57 B.R. 932, 937 (Bankr. N D. Ohio 1986) (involving exuse tax), Inre Scrap Dlsposal

984) Back To Text
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* See infra notes 15-21 and accompanying text. See generally Jack F. Williams. National Bankruptcy Review

Commission Tax Recommendations: Notice, Jurisdiction and Corporate Debtors, 14 Bankr. Dev. J. 261, 291-94
(1998) (discussing current status and proposed changes to straddle-year bifurcation requirements of corporate

debtors). Back To Text

® See infra note 179 and accompanying text. Back To Text

® Bankruptcy law is contained in the Bankruptcy Code of 1978, as amended, codified at title 11 of the United States
Code.Back To Text

" Tax law is contained in the Internal Revenue Code of 1986, as amended, codified at title 26 of the United States
Code. [Hereinafter IRC]. Back To Text

8 In re Michaelson. 200 B.R. 862. 868 (Bankr. D. Minn. 1996) (denying debtor's chapter 13 plan for failure to proper
classify IRS claim). Back To Text

° See infra notes 172-182 and accompanying text. Back To Text

105ee ILR.C. § 1398 (1994); see also S. Rep. No. 96-1035, at 24-25 (1980), reprinted in 1980 U.S.C.C.A.N. 7017
(describing "[d]ebtor and bankruptcy estate as separate entities"); C. Richard McQueen & Jack F. Williams, Tax
Aspects of Bankruptcy Law and Practice Ch. 20 (3d ed. 1997) (explaining tax effects of filing under chapter 7 or 11

the Bankruptcy Code): Jack F. Williams, National Bankruptcy Review Commission Tax Recommendations: Notice,

Jurisdiction, and Corporate Debtors, 14 Bankr. Dev. J. 261, 292-93 (1998) [hereinafter Williams] (showing
straddle-year filing requirements). Back To Text

1 see ILR.C. § 1398(d)(2) (1994) (stating "the debtor may ...elect to treat the debtor's taxable year which includes t
commencement date as 2 taxable years (i) the first of which ends on the day before the commencement date, and |
the second of which begins on the commencement date"). Back To Text

12 5ee jd. § 1399 (stating "except in any case to which section 1398 applies, no separate taxable entity shall result f
the commencement of a case under title 11 of the United States Code"). Back To Text

13 See id. §8§ 1398-99 (providing election only for individuals involved in chapter 7 or 11 bankruptcy proceeding).
The legislative history of these provisions make it clear that the election was intended only for individuals. See e.qg.,
Rep. No 96-1035 on H.R. 5043 — Bankruptcy Tax Act of 198‘6,(31819. 2d Sess. at 24-26; see also Williams,

supra note 9, at 292 (noting election available to individual debtors does not extend to corporations). It should be
noted that when a state income tax is involved, IRC sections 1398 and 1399 are inapplicable. However, a very simi
result is obtained under 11 U.S.C. 88 346(c)(1). 728(a) and 1146(a). See 11 U.S.C. 88 346(c)(1). 728(a), 1146(a)
(1994). 11 U.S.C. § 346(c)(1) provides that the status of a corporation does not change for state and local tax purpc
as a result of a filing in bankruptcy. In other words, the bankruptcy estate is not a separate entity. Id. § 346(c)(1). 11
U.S.C. 88 728(a) and 1146(a) provide that an individual's tax year terminates on the date a petition is filed under
chapters 7 and 11, respectively. Id. 88 728(a), 1146(a). Unlike IRC 8§ 1398, for state and local tax purposes the yea
automatically terminated, so there is no election available. I1d. Back To Text

1 Seee.q. 11 U.S.C. §1129(a)(9) (1994) (requiring that in chapter 11 proceedings, first priority administrative
expenses must be paid in full at time of the plan confirmation, while eighth priority claims may be paid, with interest
over ensuing six years): id 8§ 726 (providing that in chapter 7 proceedings, no payment is made to any lower priority
claim until all claims having higher priority status are paid in full). Back To Text

1511 U.S.C. §503(b) (1994): id. § 507(a)(1) (providing "[t]he following expenses and claims have priority in the
following order: (1) First, administrative expenses allowed under section 503(b) of this title...."). Back To Text

181d. § 507(a)(8). Back To Text
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17 Assuming that the bankruptcy proceeding has not terminated prior to the last day of the taxable year. Back To Te
18 See infra text accompanying notes 225-228. Back To Text

19 See infra text accompanying notes 224-228. Back To Text

20 See supra note 12 and accompanying_text. Back To Text

%1 This provision was originally enacted as 11 U.S.C. § 507(a)(6). Pub. L. No. 101-647. 98 Stat. 358 (1984),
renumbered it as section 507(a)(7), and in turn, the Bankruptcy Reform Act of 1994 renumbered 11 U.S.C. §

507(a)(7) as section 507(a)(8). The substance of the provision was not changed by either renumbering. The earlier
cases referto 11 U.S.C. 8§ 507(a)(6) or (7) and sixth or seventh priority, but the substance is the same. Throughout
article the current designation will be used. Back To Text

2211 U.S.C. § 507(a)(8) (1994). 11 U.S.C. § 507(a)(8)(A)(i) and (i) are not relevant since they address, respectively

a taxable year that ended within three years of the bankruptcy filing and a tax assessed within 240 days of the
bankruptcy filing. The full version of 11 U.S.C. 8§ 507(a)(8)(A)(iii) reads:

(i) other than a tax of a kind specified in section 523(a)(1)(B) or 523(a)(1)(C) of this title, not assessed before, but
assessable, under applicable law or by agreement, after, the commencement of the case;

1d. The reference to section 523(a)(1)(B) and (C) is not relevant to our discussion since 11 U.S.C. § 523(a) applies
only to individual debtors. Back To Text

23 In re Davidson Lumber Co.. 47 B.R. 597 (Bankr. S.D. Fla. 1985) which is discussed briefly in connection with In r
Prime Motor Inns, Inc., 144 B.R. 554 (Bankr. S.D. Fla. 1998), actually predates O.P.M. Leasing by two years. See

infra notes 68-71 and accompanying text. However, Davidson, while perhaps relevant, is not on point since it
involves the treatment of tax incurred by virtue of the recapture of investment tax credit applied to equipment
abandoned post—petition by the Trustee rather than to the straddle year income tax. In any event, Davidson was sir
quite conclusory on the issues relevant to our inquiry. Back To Text

468 B.R. 979 (Bankr. S.D.N.Y. 1987). Back To Text

%> See jd. at 981 (noting tax return was filed late and interest and penalties were also paid for this portion of year).
Back To Text

6 See id. Back To Text
2" See id. Back To Text
%8 See id. at 982-83. Back To Text

%9 In re O.P.M. Leasing. 68 B.R. at 982. Back To Text

%91d. at 986. Back To Text
31 See id. at 985. Back To Text
32 See id. at 982. The court noted that the provision was originally in 11 U.S.C. section 507(a)(6), but that was

renumbered as section 507(a)(7). Id. That provision was again renumbered and is today section 507(a)(8). See suf
note 25. Back To Text

33 See Inre O.P.M. Leasing. 68 B.R. at 983. Back To Text
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24¢ See id. at 868 (recognizing payment of installments under I.R.C. section 6654 does not constitute payment of ta:
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(asserting while quarterly estimated installments are required, they are merely prepayments of person's income tax
liability and do not change annual nature of taxes); United States v. Wilkoff (In re Wilkoff), 2001 Bankr. LEXIS 124,

at *13 (Bankr. E.D. Pa. Jan. 24, 2001) (noting Federal income tax liability is determined and incurred on annual bas
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247 See In re Michaelson, 200 B.R. at 865. Back To Text

48 See id. at 865-66. Back To Text
2% The legislative history quoted by Michaelson follows:

Third. Income and gross receipts taxes not assessed before the petition date but still permitted, under otherwise
applicable tax laws, to be assessed. Thus, for example, a pre—petition tax liability is to receive sixth priority under th
rule if, under the applicable statute of limitations, the tax liability can still be assessed by the tax authority. This rule
also covers situations referred to in section 507(a)(6)(B)(ii) of the Senate amendment where the assessment or
collection of a tax was prohibited before the petition pending exhaustion of judicial or administrative remedies, exce
that the House amendment eliminates the 300—day limitation of the Senate bill. So, for example, if before the petitic
a debtor was engaged in litigation in the Tax Court, during which the Internal Revenue Code [Title 26] bars the
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Internal Revenue Service from assessing or collecting the tax, and if the tax court decision is made in favor of the
Service before the petition under title 11 is filed, thereby lifting the restrictions on assessment and collection, the ta
liability will receive sixth priority even if the tax authority does not make an assessment within 300 days before the
petition (provided, of course, that the statute of limitations on assessment has not expired by the petition date).
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