UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA
THI RD DI VI SI ON

In re Charles H M chael son and BKY 3-95-4460
Loui se M chael son

Debt or s Chapter 13

ORDER DENYI NG
CONFI RVATI ON

This matter is before the Court on continued objection
by the Internal Revenue Service ("IRS") to the confirmation
of Debtors' Chapter 13 plan. The issue is whether a portion
of the Debtors' 1995 incone tax liability is a pre-petition
claim The matter was heard on June 13, 1996; appearances
are as noted in the record at the hearing; and, the Court
now makes this ORDER pursuant to the Federal and Local Rules
of Bankruptcy Procedure.

I
FACTS

Thi s proceedi ng i nvol ves a di spute between the I RS and

the Debtors as to whether a portion of the Debtors
liability for 1995 i ncone taxes can be assigned to incone
earned prepetition; and, therefore, be classified as a
prepetition claim The Debtors filed their Chapter 13
petition on Septenber 15, 1995. The IRS has not filed a
claimpursuant to 11 U.S.C. Section 1305 for the Debtors
1995 taxes, and contends that the entire 1995 incone tax
liability is a postpetition claim On March 25, 1996, the
Debtors filed a claimin the amount of $2,744.25 on behal f
of the IRS for, what the Debtors contend is, prepetition
liability for their 1995 i ncome taxes. The Debtors are

cal endar year taxpayers. The ampunt of the claim as filed
by the Debtors, is equal to the first two quarterly
installnents that the Debtors were required to pay, but did
not pay, pursuant to 26 U.S.C. Section 6654(FNl). The

Debt ors' plan proposes to pay the claimas a priority claim
pursuant to 11 U S.C. Section 507(a)(8)(A)(iii). The IRS
objects to confirmation, arguing that the filing of the
claimby the Debtors, and its classification and treatnment
in the plan, are inproper

Il
DI SCUSSI ON
A Logi cal Footprint Analysis.

11 U.S.C. Section 507(a)(8) deals with priority
di stribution in bankruptcy cases. Except for Section
507(a)(1l), the provision deals with prepetition clainms. 11
U S.C. Section 507(a)(8) provides these priorities:

(8) Eighth, allowed unsecured clains of
governmental units; only to the extent that such clains
are for --



(A) a tax on or measured by income or gross
receipts --

(i) for a taxable year ending on or before the

date of the filing of the petition for which a return

if required, is |last due, including extensions, after
three years before the date of the filing of the petition

(ii) assessed within 240 days, plus any time plus

30 days during which an offer in conpromse with respect to
such tax that was made within 240 days after such assessnent
was pending, before the date of the filing of the petition; or

(iii) 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 |aw
or by agreenent, after, the comencenent of the case;

Section 507(a)(8), including (a)(8)(A)(iii), deals with
prepetition clainms. See: Mssouri Departnent of Revenue v.
L.J. ONeill Shoe Conpany, 64 F.3d 1146, 1151(8th Cir.
1995).

In order to determ ne whether the Debtors' 1995 taxes
qualify for priority distribution under Section
507(a)(8)(A)(iii), it seens necessary to detern ne whet her
the taxes qualify as a prepetition claim Claimis defined
in Section 101(5)(A) as a "right to paynent". To the
extent that the IRS had a right to paynent of a portion of
the Debtors' 1995 incone taxes on Septenber 15, 1995, the
date of bankruptcy filing, a prepetition claimshould exist;
and, the claimshould have priority under 11 U S.C. Section
507(a) (8) (A) (iii).

The issue, then, should be, when did the IRS have a
right to paynent of the Debtors' 1995 inconme taxes. The
Debtors contend their incone tax liability arose when they
were required to make quarterly installnent paynents. The
Debtors cite 26 U S.C. Section 6654, which sets out the
nunber of required installnments and the install ment due
dates for a taxpayer to pay an estimated portion of incone
tax, in support of their position

The I RS argues that incone tax liability arose, at the
earliest, on Decenber 31, 1995. That was the first date the
Debtors' tax liability was capabl e of assessnent for 1995,
as it was the end of the Debtors' tax period. Logic
supports the IRS position over the Debtors'.

A right to paynment of the tax cannot exist wthout a
corresponding liability for paynment. Liability for incone
taxes arises at the end of a taxpayer's tax period, when al
events have occurred that are necessary to determ ne whet her
atax is owing for the period. Tax liability is determ ned
by conputing taxable income for the entire year, based on
i ncome, deductions, exenptions, credits, etc., for the
entire year. Tax related events are not restricted in
application to the quarter in which they occur, but apply as
part of a gross calculation of events for the entire taxable
year. Thus, for instance, incone realized in one quarter
can be subject to deductions based on events occurring in
anot her quarter. It seens evident then, that the IRS had no
right to paynent of 1995 taxes fromthe Debtors at filing of
t hei r bankruptcy case on Septenber 15, 1995.



The payment of installnments pursuant to 26 U S.C. Section

6654 does not constitute the paynment of tax liability.

Rat her, the paynents are required escrow agai nst

potential future tax liability. At the time that the
installnents are due, no tax liability exists. Furthernore,
the IRS had no right to paynent of installnments fromthe
Debtors on the date of bankruptcy filing, nor would the IRS
ever have a right to paynment of the installnents.

The required installments are not related to current
quarterly incone. The obligation to pay each quarterly
installnment is limted in anount to 25% of the | esser of:
100% of a taxpayer's actual prior year's tax, or 90% of what
ultimately is the assessed tax for the current tax year
See: 26 U.S.C Section 6654(d). Thus, if there ultimtely
is no tax owing for the year, no installnment paynents can
ever have becone due. Accordingly, on the date that the
bankruptcy petition was filed, the IRS had no right to any
install nent paynents fromthe Debtors because no taxes for
the current year were capabl e of assessnent.

Even after a tax is capable of assessment, and it can
be determ ned that the required install nments have been
underpaid, or unpaid entirely, the IRS does not acquire a
right to paynent of the failed installnents. At that point,
the IRS has a right to paynment, regarding the failed
installnents, only to interest and penalties conmputed
agai nst the installnment deficiency. See: 26 U S.C. Section
6654(a). The IRS also has, of course, a right to paynent
for the assessabl e tax. (FN2)

To what then does 11 U S.C. Section 507(a)(8)(A)(iii)
apply? Legislative history of the provision suggests that
it was intended to apply to those situations where the tax
peri od has closed and the tax is capable of assessnment; but,
where the tax has not been assessed due to negotiations, or
a dispute that is in process of resolution, regarding the
assessnment at filing of the bankruptcy cas. The follow ng
are pertinent Legislative statements concerning the
provi si on:

Third. Income and gross receipts taxes not

assessed before the petition date but stil

permtted, under otherw se applicable tax |aws,

to be assessed. Thus, for exanple, a prepetition

tax liability is to receive sixth priority
under this rule if, under the applicable statute
of limtations, 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 anendment where the
assessnent or collection of a tax was prohibited
before the petition pendi ng exhaustion of judicial
or adm nistrative renedi es, except that the House
anendnment elimnates the 300-day limtation of
the Senate bill. So, for exanple, if before the
petition a debtor was engaged in litigation in the
Tax Court, during which the Internal Revenue

Code [Title 26] bars the 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
assessnment and collection, the tax liability wll



receive sixth priority even if the tax authority
does not nake an assessnment within 300 days before
the petition (provided, of course, that the statute
of limtations on assessnment has not expired by

the petition date).

(124 Cong Rec H11112 (daily ed. Sept. 28, 1978); S17429
(daily ed. Cct. 6, 1978); remarks of Rep. Edwards and Sen. DeConci ni)

If the foregoing analysis were applied, it seens clear that the
Debtors' liability for 1995 inconme taxes could only first arise on
Decenmber 31, 1995, at the close of their tax period, when their
i ncome taxes for the year becane capable of assessment. At that point,
the IRS would have a right to the paynent of the tax, even though actua
right to paynment was not due until April 15, 1996. It would follow
that: the Debtors' entire 1995 incone tax liability arose
postpetition; the IRS right to paynent of the tax first
arose postpetition; and, the entire claimfor 1995 incone
taxes woul d be a postpetition claim Accordingly, it would
be found that the Debtors' proposed plan inproperly
classified the IRS claimfor priority distribution as a
prepetition claim and that confirmati on should be denied on
that basis.(FN3) But, the foregoing anal ysis cannot be applied
because the footprint does not fit the O Neill Shoe.

Bound By The Shoe.

The | aw of M ssouri Departnment of Revenue v. L.J.
O Neill Shoe Conpany, 64 F.3d 1146 (8th GCir. 1995) is this:

1. 11 U S.C. Section 507(a)(8)(A)(iii) addresses
only prepetition taxable activity or events that
result in prepetition incone tax cl ains;

2. incone tax clainms, for the tax period in which

a petitionis filed by a Chapter 11 corporate debtor
that relate to prepetition income, are prepetition
clains entitled to priority of distribution under 11
US.C Section 507(a)(8)(A)(iii);

3. incone tax clainms, for the sane period, that
relate to the Chapter 11 corporate debtor's postpetition
i ncome, are postpetition admnistrative expense cl ai ns.

In ONeill Shoe, the debtor filed for relief under Chapter
11, eleven nmonths into its taxable year. Corporations are
not allowed under the Internal Revenue Code to bifurcate
their tax periods upon filing under Chapters 7 or 11 for
federal income tax purposes.(FN4) Corporations are specifically
prohi bited frombifurcating their income tax periods under
t he Bankruptcy Code for purposes of state and | ocal incone
taxes. See: 11 U S.C. Section 346(c)(1).

The state of Mssouri filed an adm nistrative expense
claimin the estate for all inconme taxes subsequently
assessed for the tax period. The Eighth G rcuit Court of
Appeal s rul ed that, because the taxes were assessed after
t he bankruptcy petition was filed, a portion of the tax was
necessarily a prepetition priority claimunder the plain
meani ng of Section 507(a)(8)(A)(iii). Mssouri argued
unsuccessfully that if the plain meaning was truly applied



to Section 507(a)(8)(A)(iii), no portion of any tax
assessed postpetition would ever be a postpetition claim
whet her relating to current or subsequent tax periods. The
Crcuit Court, however, said:

We... agree ...that the "plain neani ng" reading
provided by the | ower courts presents sone
conceptual difficulties and structura

i nconsi stencies in this case..

W find, however, that subsection (iii) |ends
itself to another "permssible neaning” that
"produces a substantive effect that is consistent
with the rest of the law" United Savings

Ass'n v. Tinbers of Inwood Forest, 484 U S. 365,
371, 108 S.Ct. 626, 630, 98 L.Ed.2d 740 (1988).
W believe that subsection (iii) can be read, |ike
t he ot her subsections of 507(a)(7)(A), to address
only prepetition taxable activity or events. See
11 U.S.C. ss 507(a)(7)(A) (1) (prepetition tax
year ending on or before date of filing) & 507(a)
(7)(ii) (tax assessed within the 240 days prior
to filing); see also Small Business Adm n. v.
Preferred Door Co., Inc. (In re Preferred Door
Co.), 990 F.2d 547, 549 (10th G r.1993) (noting
that section 507(a)(7) deals with prepetition
taxes). Thus, we interpret section 507(a)(7)(A)
(iii) to address taxes derived from prepetition
events "not assessed before, but assessable ..
after, the commencenent of the case."” Such

an interpretation, we believe, is consistent with
the rel ated subsections of 507(a)(7)(A) and

avoi ds results which woul d be at odds with

ot her Bankruptcy Code sections relevant to

this question of distribution priorities. [FNg]

[ The] portion of each of MDOR s incone tax clains
that relates to prepetition incone of the debtors
is aclaimfor "a tax of a kind specified in
section 507(a)." Accordingly, under the terns

of section 503(b)(1)(B)(l), that portion of each
of MDOR s clains is not entitled to an adm nis-
trative expense priority. However, the portion of
the tax claimthat is derived from postpetition

i ncome of the debtors is not a prepetition tax

cl ai munder subsection (iii) and thus is entitled
to adm ni strative expense treatnent.

(O Neill Shoe, at 1150, 1151, footnote omtted. (FN5)

Accordingly, this Court is bound by O NEILL Shoe, and
must rule that the portion of the Debtors' 1995 incone tax
liability, if any, that relates to prepetition incone
qualifies as a prepetition tax claimentitled to priority
under 11 U.S.C. Section 507 (a)(8)(A(iii).(FN6) But, howis
the prepetition claimto be determ ned? Neither the O Neil
Shoe court, nor the Debtors in this case, have expl ai ned.

A Seemi ngly Usel ess Shoe



The Chapter 11 Debtor in O Neill Shoe was prohibited by
the Internal Revenue Code and the Bankruptcy Code from
bifurcating its tax period in the year of filing of the
bankruptcy case. So are these Chapter 13 Debtors. The
I nternal Revenue Code allows only Chapters 7 and 11
individuals to bifurcate tax periods. See: 26 U S.C. Section
1398. The Bankruptcy Code does not specifically
prohi bit Chapter 13 debtors frombifurcating their tax
peri ods for federal income taxes, but neither does the Code
specifically permt bifurcation. 11 U S.C. Section 346(d)
requires that only Chapter 13 debtors, not their estates,
are liable for state or |ocal incone taxes. The Debtors
concede in their brief, filed in support of confirmation
that they are not permitted to bifurcate their 1995 tax
year. See: Debtors' Menorandum In Support O Confirmation
O Debtors' Chapter 13 Plan, June 6, 1996, p. 4.

The state of Mssouri argued, in O Neill Shoe, that
the inconme tax for a taxable year cannot be split into a
prepetition and postpetition claimwthout violating both
the tax and bankruptcy laws. This was the state's argunent,
as recited by the O Neill Shoe court:

MDOR argues that allowing part of its inconme tax
claimto be treated as a prepetition tax claimand
part of its claimto be treated as a postpetition
tax claimis inconsistent with provisions of tax
and bankruptcy | aw governing the treatnent of
corporate incone taxes in bankruptcy proceedi ngs.
The Internal Revenue Code provides that in cases
of corporations in bankruptcy, "no separate
taxable entity shall result fromthe comencenent
of a case under Title 11 of the United States Code."
26 U.S.C. s 1399. The Bankruptcy Code provides:
The conmencenent of a case under this title
concerning a corporation ... does not effect a
change in the status of such corporation ... for

t he purposes of any state or |local |aw inposing

a tax on or neasured by incone. Except as provided
in section 728 of this title, any incone of the
estate ... in such case may be taxed only as

t hough such case had not been conmenced. 11 U. S.C
s 346(c)(1). NMDOR argues that under section 346(c)
(1) and 26 U.S.C. s 1399, the corporate tax year
cannot be split into a prepetition and a
postpetition tax year, and incone to the estate of
a corporate debtor should be taxed as if the
corporation had not filed bankruptcy. [FN/] NMDOR
contends that dividing the tax claiminto a
prepetition portion and a postpetition

portion essentially splits the debtors

corporate incone tax year between the

prepetition debtor and the postpetition estate.
Thus, MDOR concludes that we are treating the
debtor and the estate as separate taxable entities
in violation of section 346(c)(1). Cf. L. King,

3 Collier on Bankruptcy, P 503.04 at 503-39 to
503-40 n. 56 (1995) (because the taxable year of

a corporation remai ns unchanged under 346(c) (1),
prepetition income tax m ght be administrative
expense if the taxable year closes postpetition



and the court determ nes that the taxes were
incurred at the close of the taxable year).

(O Neill Shoe, at 1151, 1152, footnote onitted).
The Court of Appeals made this response to the argumnent:

W believe MDOR s analysis is based on a

m sconception of the function of an adm nistrative
expense determ nation. W are not allow ng the
debtor to be "taxed" as two separate entities.

The state of Mssouri still taxes each of the
debtors, consistent with the above provi sions,

as it would outside of bankruptcy--as one

conti nuous corporate entity. The anount of that
tax constitutes MDOR s cl ai m agai nst the estate.
Only then, consistent with bankruptcy |aw, do

we determine the priority with which MDOR s tax

cl ai m agai nst that single corporate entity can be
paid during the bankruptcy. As is quite comon in
bankruptcy cl ai ns adj udi cati on, one portion of

the claimis being treated as an adnministrative
expense for distribution purposes, and the

other portion is being treated as a priority claim
entitled to a seventh priority for distribution
purposes. Sinply stated, the tax is being inposed
agai nst the single corporate entity in keeping
with section 346(c) (1), but the payment of the

tax inmposed is being divided into separate
conponents in accordance with the bankruptcy | aws
determining the priority of payment of those clains.
Thus, there is nothing in either the bankruptcy or
tax | aws which prevents us fromallow ng different
treatment during distribution for different portions of
MDCOR s clains in this case

(O Neill Shoe, at 1152).

The response suggests that the tax for the taxable year
is to be computed on the gross incone, deductions,
exenptions, credits, etc. for the entire period; and then
the resulting tax shoul d be sonehow apportioned to pre and
postpetition liability. But, howis the tax to be
apportioned? "Prepetition taxable events" affect, and are
af fected by, postpetition taxable events in conputing a
single indivisible tax for the period. There exists no
apparent neasure for relating a portion of the tax to
prepetition income, other than through bifurcating the tax
period prior to determ ning the tax.

If The Shoe Doesn't Fit....

The burden is on the Debtors to show that the IRS
claim which they filed on behalf of the IRS, is properly
classified and appropriately treated in their plan. The
Debt ors have offered no proof that the tax liability they
seek to classify as a prepetition priority tax claim is
related to "prepetition taxable events" or prepetition
i nconme of the Debtors.

The claimis based on the prepetition quarterly



i nstal |l nent paynents that the Debtors were required to nmake
during 1995, pursuant to 26 U S.C. Section 6654. The
required install ment paynments were not tax liability.
Furthernore, the IRS had no right to paynment of the

install nents at bankruptcy filing, and never subsequently
acquired a right to paynent of the installnments. Mre

i mportantly, the anmounts of the installnment paynments that
were required under the statute were not related to i nconme
that the Debtors earned during the quarters to which they
applied, or to tax on that income. The required anounts
were based on 25% of the |lesser of: 100% of the previous
year's tax; or, 90% what would | ater be deternmined to be

the current year's tax. Finally, the anounts that were
ultimately determ ned and assigned to the first two quarters
were not cal cul ated and assi gned for purposes of collecting
the installnents or any tax; but were cal cul ated and
assigned for purposes of assessing interest and penalties on
the install ment deficiencies.

The install nent paynents required under 26 U S.C. Section
6654 sinply have no relation to i ncome earned during the
periods to which they apply, or to tax on that incone.
Accordingly, the anounts required of the Debtors had no
relation to prepetition i ncone earned by the Debtors,
or to any prepetition tax liability on that incone; and, the
failed install nent paynents cannot be the basis for a
prepetition priority tax claimunder 11 U S.C Section 507
(a) (8) (M) (iii). (FNe) _ _

How t hen can the Debtors relate their 1995 incone tax
l[iability to their prepetition inconme? It seens that the
Debtors must first identify their 1995 prepetition incone.
Then, it seens, the Debtors nmust show how pre and
postpetition deductions, exenptions, credits, etc., affected
that inconme to produce a calcul ated portion of their 1995
income tax liability. The question, nore precisely, is:
how can the Debtors relate their 1995 tax liability to their
prepetition income wthout bifurcating the tax period?

Per haps, the answer is that they cannot.

In the meantine, confirmation of their Chapter 13 plan
nmust be denied for failure of proof regarding proper
classification and treatment of the alleged IRS claim

11
DI SPOSI T1 ON

Based on the foregoing, it is hereby ORDERED t hat
confirmation of the Debtors' Chapter 13 plan is DEN ED

By the Court:

Dat ed: COctober 4, 1996
DENNI S D. O BRI EN
CH EF U.S. BANKRUPTCY JUDGE

(FN1) The statue requires that taxpayers pay quarterly installnents

during a tax period toward potential tax liability for the period.
Payments are due on April 15, June 15, Septenber 15, and January 15 of the
foll owi ng taxabl e year for taxpayers whose taxable periods are cal endar
years.



(FN2) This limted application was rejected by the Eight Circuit in
M ssouri Departnent of Revenue v. L.J. O Neill Shoe Conpany, 64 F.3d 1146,
1151, n.6(8th CGr. 1995).

(FN3) The Debtors argue that they had a right to file the IRS claim
pursuant to 11 U S.C. Sections 1305 and 501(c). According to the Debtors,
while the IRSis entitled to object to the claim objection to the claim

is not a proper pasis for objecting to confirmation. The IRS counters that
the Debotrs had no right to file postpetition clainms on behalf of the

I RS because, with respect to postpetition clains, the IRSis not a creditor
of the Debtors. See: 11 U S.C. Section 101(10). 11 U S.C Section 501(c)
all ows debtors to file clains only on behalf of creditors. Additionally, the
RS agures that the plan inproperly classifies the IRS claim and that its
ojection to confirmation is proper. The burden is on the Debtors, in a
confirmati on proceeding, to showthat the clains are properly classified
and treated. The burden is not net sinply by filing a claimon behal f of

n alleged creditor, and then classifying and treating the claimin the plan
as filed.

(FN4) Individual Chapter 7 and 11 debtors are allowed by the Interna
Revenue Code to make an election to bifurcate their income tax periods

upon filing of the petition. See: 26 U S.C. Section 1398. Chapter 7 and 11
i ndi vi dual debtors are required to bifurcate tax periods for state and | oca
i ncome taes under the Bankruptcy Code. See: 11 U S.C. Sections 728(a) and
1146(a).

(FN5) Section 507(a)(7) referred to in O Neill Shoe has since been
renunbered to Section 507(a)(8).

(FN6) The IRS argues that O Neill Shoe is not applicable to Chapter 13
cases, but suggests no reason other than the decision does not nention
Chapter 13, and that bad | aw shoul d be contai ned wherever possible.



