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

In re:
Kennet h and Loi s Pagnac, BKY No. 97-60750

Debt or s. ORDER

This matter cane before the Court on the
Debtors' (bjection to the Caimof the Mnnesota
Department of Revenue. The Trustee joined in the
Debtors' Cbjection. Also before the Court is the
Department of Revenue's Motion to Dismss or
Convert. Appearances are as noted in the record.
This ORDER is made based on the Federal and Local
Rul es of Bankruptcy Procedure.

l.
FACTS

On July 6, 1992, the Debtors filed for
bankruptcy under Chapter 12. On Decenber 29
1992, the Debtors' Chapter 12 plan was confirmed.
On April 15, 1993, the Debtors filed their 1992
M nnesota inconme tax returns show ng an anount
owi ng of $12,591.36. The tax resulted fromthe
conveyance of real estate and farm machinery to
secured creditors as part of their Chapter 12
pl an. The M nnesota Departnment of Revenue did not
seek to have this tax debt treated as an
adm ni strative expense during the Chapter 12
proceedi ng. The Debtors failed to pay any portion
to the Departnment of Revenue during the pendency
of the Chapter 12 case. The Debtors received
their Chapter 12 di scharge on June 10, 1996.

On August 5, 1997, the Debtors filed for
bankruptcy under Chapter 13. Their Chapter 13
pl an was confirned on Septenber 23, 1997. On
December 5, 1997, the Departnent of Revenue tinely
filed a 11 U . S.C. Section 1322(a)(2) priority
claimin the anobunt of $16,634.81 based on the
Debtors' 1992 tax liability. The Departnent of
Revenue asserts that its claimis for a 11 U S.C
Section 507(a)(8)(A)(i) tax; a tax measured by
income for a pre-petition taxable year for which a
return was due within three years before filing of
the petition. The Departnment of Revenue argues
that its claimis entitled to priority status
because the period in which the Departnent of
Revenue coul d collect was tolled during the
Chapter 12 case; and, when factoring in the
tolling period, the tax debt fell within the three
year reach back period of 11 U S.C. Section
507(a) (8) (A) (i) .



The Debtors objected to the Departnent of
Revenue's proof of claim They assert that during
the Chapter 12 proceedi ng the Departnent of
Revenue had renedi es, such as objecting to the
pl an or seeking relief fromthe automatic stay;
and, the failure to assert those renedies
prohibits the tolling of the three year reach back
period. The Trustee joins in the Debtors
obj ecti on.

The Departnent of Revenue also filed a Mtion
to Covert or Dismss the Chapter 13 case based on
the Debtors | ack of good faith in filing the
Chapter 13 case after the Chapter 12, and the
failure to provide for paynment of its priority
claimin the plan. The Debtors assert that the
Depart ment of Revenue shoul d have raised the bad
faith argunment at the confirmation hearing and is
not entitled to raise the issue at this tine.

Al ternatively, the Debtors argue that the plan has
been proposed in good faith and should not be
di sm ssed or converted.

.
DI SCUSSI ON

A, TOLLI NG
11 U.S.C. Section 1322 provides in part:

(a) The plan shall -
(2) provide for the ful
paynment, in deferred cash
paynments, of all clainms entitled
to priority under section 507 of
this title, unless the hol der of
a particular claimagrees to
different treatnent of such
claim

The issue presented is whether the
Department of Revenue's claimis entitled to ful
paynment as a priority under 11 U S.C. Section
1322(a)(2) by reason of being a tax described in
11 U.S.C. Section 507(a)(8). In order for the
claimto be entitled to priority, it is necessary
to determ ne whether the three year reach back
period of 11 U S.C. Section 507(a)(8)(A) (i) is
tolled during a prior bankruptcy proceedi ng when
the tax arose during the pendency of that
bankruptcy proceeding. The Departnment of Revenue
asserts that its claimfor 1992 taxes is entitled
to priority status because it was prohibited from
collecting those taxes during the Chapter 12 case,
thereby tolling the reach back period of 11 U S.C
Section 507(a)(8)(A)(i). The Debtors argue that
t he period should not be tolled because the
Department of Revenue failed to assert the rights
and renedies it possessed during the Chapter 12
proceedi ng, such as objecting to the plan or
seeking relief fromthe automatic stay.

11 U.S.C. Section 507(a)(8)(A) (i) provides:



(a) The foll owi ng expenses and cl ai s
have priority in the foll ow ng order

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

(A) a tax on or neasured 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

The Bankruptcy Code does not contain any
provi sions which explicitly toll the three year
reach back period of 11 U S.C Section
507(a)(8)(A)(i). In re VWaugh, 109 F.3d 489, 492
(8th Cir. 1997). However, courts have found that
the period is tolled during the pendency of a
prior bankruptcy petition where the taxes arose
pre-petition of the prior bankruptcy, based on 11
U S.C Section 108(c) and 26 U.S.C. Section 6503
of the Internal Revenue Code. In re Waugh, 109
F.3d 489 (8th Gr. 1997); In re West, 5 F.3d 423,
(9th Cr. 1993); In re Montoya, 965 F.2d 554 (7th
Cr. 1992).

11 U.S.C. Section 108(c) provides:

(c) Except as provided in section 524 of this
title, if applicable nonbankruptcy | aw, an
order entered in a nonbankruptcy proceeding, or an
agreement fixes a period for commenci ng or
continuing a civil action in a court other than a
bankruptcy court on a cl ai m agai nst the debtor
or against an individual with respect to which
such individual is protected under section 1201 or
1301 of this title, and such period has not
expired before the date of the filing of the
petition, then such period does not expire unti
the later of--

(1) the end of such period,

i ncl udi ng any suspensi on of such
peri od occurring on or after the
commencenent of the case; or

(2) 30 days after notice of the
term nation or expiration of the
stay under section 362, 922,
1201, or 1301 of this title, as
the case may be, with respect to
such claim

26 U S.C. Section 6503 is entitled,
"Suspensi on of running of period of I[imtation
and provides in relevant part:

(b) Assets of taxpayer in control or

custody of court.--The period of

l[imtations on collection after

assessnment prescribed in section 6502

shal | be suspended for the period the

assets of the taxpayer are in the control
or custody of the court in any proceeding



before any court of the United States or
of any State or of the District of
Col unbi a, and for 6 nonths thereafter

(h) Cases under title 11 of the United
St ates Code. --The runni ng of the period
of limtations provided in section 6501
or 6502 on the maki ng of assessnments or
col lection shall, in a case under title
11 of the United States Code, be
suspended for the period during which the
Secretary is prohibited by reason of such
case from maki ng the assessnment or from
col l ecting and- -
(1) for assessnent, 60 days
thereafter, and
(2) for collection, 6 nonths
thereafter.

Based on these statutory provisions, the genera
rule is that the three-year reach back period of
11 U.S.C. Section 507(a)(8)(A)(i) is suspended
during the time that the automatic stay prevented
the taxing authority fromcollecting outstandi ng
pre-petition tax debts. (1) In re VWaugh, 109 F.3d at
493. However, this case involves taxes that arose
during the pendency of the prior bankruptcy case,
not pre-petition to the prior bankruptcy. The
issue then is the applicability of the genera

rul e of Waugh to taxes arising during the pendency
of the prior bankruptcy case.

1. The Waugh hol di ng extends to post-petition
t axes.

The Departnment of Revenue asserts that the
Waugh rul e should be extended to apply to post-
petition taxes. The Debtors argue that \Waugh does
not apply as its holding is strictly limted to
taxes arising pre-petition of a prior bankruptcy
case.

Authority exists for the position that the
Waugh hol ding al so applies to toll the three-year
reach back period of 11 U S.C Section
507(a)(8)(A) (i) in cases involving post-petition
taxes incurred during the pendency of the first
bankruptcy case. 1In re Qcchipinti , 80 AF T.R
2d 97-8324 (Bankr.E. D.FlI. 1997), involved a
situation where the Chapter 13 plan was confirnmed
and a di scharge was subsequently entered.

However, federal incone taxes that came due during
t he pendi ng Chapter 13 case were not paid. Three
mont hs after receiving their discharge, the
debtors filed another Chapter 13 case. The issue
was whet her the taxes that cane due during the
prior Chapter 13 case were entitled to priority.
But for application of the tolling rule during
pendency of the earlier case, the tax debt would
have been outside the three year priority period
applicable to the later filing. The court held:

Al though it is true that the cases upon which



the governnment relies dealt with suspending the
priority period for liabilities that were pre-
petition in the prior case, their reasoning
applies equally to a situation, such as this one,
in which the liabilities in dispute were
post-petition in the prior case.

In re Gcchipinti , 80 AF.T.R 2d 97-8324.
Essential to the holding was the fact that the
automatic stay precluded the governnent from
pursuing its collection activities during the
pendency of the prior bankruptcy case. The court
al so found that even though the governnent "could
have asserted these [post-petition] taxes in the
prior bankruptcy case but did not do so
constitutes no reason not to apply the rule
represented by the weight of authorities.” Inre
Ccchipinti, 80 A F.T.R 2d 97-8324.

In re Cowan, 207 B.R 207 (Bankr.E.D. Calif.
1997), involved a situation where the debtors
Chapter 13 case, which was dism ssed, was foll owed
by a second Chapter 13 case approximtely two
years later. The taxes at issue were federa
t axes whi ch cane due during the pendency of the
first Chapter 13 case, but before its di sm ssal
The court held that because the Internal Revenue
Service was prohibited fromcollecting the post-
petition taxes by reason of the automatic stay in
the earlier case, the reach back period of 11
U S.C Section 507(a)(8)(A)(i) should be toll ed.
In re Cowan, 207 B.R at 211. The court also
found that the Internal Revenue Service had no
obligation to seek relief fromthe stay to enforce
its collections rights in the prior bankruptcy. In
re Cowan, 207 B.R at 210.

This Court agrees with the holding in both In
re Qcchipinti and In re Cowan that the Waugh
hol di ng extends to permt tolling for post-
petition taxes arising during a prior bankruptcy
case where collection is stayed by the automatic
stay.

2. The Effect of the Automatic Stay.

As the cases illustrate, the turning point of
the tolling analysis is whether the Departnent of
Revenue was prohibited fromcollecting the post-
petition taxes through the automatic stay of 11
U S. C Section 362. Section 362(c) provides
t hat :

(c) Except as provided in subsections

(d), (e), and (f) of this section--

(1) the stay of an act agai nst property

of the estate under subsection (a) of

this section continues until such

property is no |onger property of the

estate;

(2) the stay of any other act under
subsection (a) of this section continues
until the earliest of--

(Q if the case.ié é case under
chapter 7 of this title



concerning an individual or a
case under chapter 9, 11, 12, or
13 of this title, the tine a

di scharge is granted or denied.

Property of the estate remained as such until
t he di scharge was entered. Wile 11 U S.C
Section 1227(b) provides: "[e]xcept as otherw se
provided in the plan or the order confirmng the
plan, the confirmation of a plan vests all the
property of the estate in the debtor", the order
confirm ng the Chapter 12 plan provi ded ot herwi se.
Par agraph three of the order confirmng provides
that "all non-exenpt property of the estate shal
remain property of the estate until the court
orders dismi ssal or conversion of the case or
di scharge of the debtor." The di scharge was
entered on June 10, 1996. Therefore, by virtue of
the order confirmng and Section 362(c)(2)(0
the automatic stay remained in effect until June
10, 1996.

The next issue is whether the automatic stay
actually applied to prohibit the Departnent of
Revenue fromcollecting the 1992 taxes. The post-
petition taxes arose in connection with the sale
of assets as part of the Chapter 12 plan
Clearly, such taxes were entitled to
adm ni strative expense status pursuant to 11
U S.C Section 503(b)(1)(B).(2) However, in order
to be classified as an adm nistrative expense, the
party seeking the classification nust nmake a
nmoti on pursuant to Local Rule 3002-2(b). The
Depart ment of Revenue made no such notion
Therefore, the claimshould be treated as any
ot her post-petition claimmaking it subject to the
automatic stay during the pendency of the Chapter
12 proceeding. As the automatic stay was in
pl ace, the Waugh tolling rule applies, and the
Department of Revenue's claimis entitled to 11
U S.C Section 1322(a)(2) priority.

B. MOTION TO DI SM SS OR CONVERT
The Departnment of Revenue al so made a notion
to dism ss or convert the case pursuant to 11

U S.C Section 1307(c). 11 U.S.C. Section 1307
sets out the basis on which a Chapter 13 case can
be di sm ssed or converted. It requires that

di sm ssal or conversion be determ ned by what is
in the best interests of creditors and the estate.
The section al so sets out situations constituting
cause for dismssal or conversion, but the section
is not neant to be exclusive. 11 U S C. Section
1307(c)(6) allows for dism ssal or conversion for
a "material default by the debtor with respect to
atermof a confirmed plan".

This Chapter 13 plan was confirmed on
Septenber 23, 1997. It provided in paragraph 3
that: "[t]he trustee shall pay in full all clains
entitled to priority under Section 507..." The
Debtors never listed the Departnent of Revenue's



claimas a priority. Because the Departnent of
Revenue's claimis entitled to priority in the
anount of $16,634.81, it nust be paid in ful
under the plan
The Debtors cannot pay the Departnent of
Revenue's claimin full. The Debtors' Chapter 13
schedul es list a total of $106,924.15 in
liabilities. Only $23,612.00 is listed as secured
and that is the nortgage on the Debtors honestead
whi ch was current at the time of the Chapter 13
filing. The remaining $83,312.15 of liabilities
are classified by the Debtors as unsecured non-
priority clains divided between two creditors: the
I nternal Revenue Service in the anount of
$65, 395. 15; and, the Departnent of Revenue in the
amount of $17,917.(3) The claimof the Interna
Revenue Service has since been classified as
secured pursuant to Court order dated June 24,
1998. The Debtors' Schedule J reveals nonthly
di sposabl e incone of only $33.99. Under the
confirnmed plan, the Debtors are paying $100 per
nonth for a total of $3600. The confirnmed plan
will not pay the priority claimof the Departnent
of Revenue in full; nor can the Debtors anmend the
plan to provide for paynent in full. Therefore,
it isin the best interests of creditors that this
case be dism ssed
M.
DI SPCSI TI ON

Based on the foregoi ng anal ysis,

| T 1S HEREBY ORDERED THAT:
(1) The M nnesota Departnent of Revenue has an
allowed 11 U. S.C. Section 1322(a)(2) priority
claimin the anount of $16,634.81; and the
objections to the claimare overrul ed.

(2) This case is hereby DI SM SSED.

Dat ed: By the Court:

Dennis D. O Brien
Chief United States
Bankr upt cy Judge

(1). At issue in this case is not 26 U S.C. Section
6503 of the Internal Revenue Code, but instead

M nn. Stat. Section 289A 41 entitled "Bankruptcy;
suspension of tine" which is simlar to Section
6503. It provides:

The running of the period during which a
tax nust be assessed or collection
proceedi ngs commenced i s suspended during
the period fromthe date of a filing of a
petition in bankruptcy until 30 days
after either notice to the conm ssioner



of revenue that the bankruptcy
proceedi ngs have been cl osed or

di sm ssed, or the automatic stay has been
term nated or has expired, whichever
occurs first. The suspension of the
statute of limtations under this section
applies to the person the petition in
bankruptcy is fil ed against and ot her

per sons who rmay al so be wholly or
partially liable for the tax.

(2). 11 U.S.C 503(b)(1)(B) provides:
(b) After notice and a hearing, there
shal | be all owed adm nistrative expenses.

(1) (B) any tax-

(1) incurred by the estate,
except a tax of a kind specified
in section 507(a)(8).

(3). The Department of Revenue filed a claimin the
anount of $16,634.81. Both the clains of the

I nternal Revenue Service and the Departnent of
Revenue are entirely based on incone tax liability
incurred in 1992 that was not paid by the Debtors
under their Chapter 12 plan



