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1.) Guidance Provided to Taxpayers Filing Chapter 11 Bankruptcy (Notice 2006-83)

The IRS has issued guidance for individuals filing bankruptcy cases under Chapter 11 (11 U.S.C. 1101 et seq.) on or after October 17, 2005. The guidance is necessary as a result of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA) (P.L. 109-8) and the addition of Section 1115 to the Bankruptcy Code.


As a result of Section 1115, the bankruptcy estate, not the debtor, must include in gross income the debtor's gross earnings from postpetition services, as well as gross income from postpetition property under Code Sec. 1398(e). For bankruptcy cases filed before October 17, 2005, these amounts are generally includible in the debtor's gross income.

In general, the debtor-in-possession or trustee must file an income tax return reporting the debtor's gross income from postpetition services and property unless one of four exceptions apply. Amounts realized after conversion to a Chapter 13 case are taxed to the debtor because no separate entity is created. If the case is converted to a Chapter 7 case, Section 1115 will not apply and the amounts from postconversion services are taxed to the debtor. Property of the Chapter 11 estate becomes property of the Chapter 7 estate and income, including postconversion income, is taxed to the estate. Chapter 11 cases that are dismissed are treated as if no bankruptcy occurred. Gross income from prepetition property is included in the estate for Chapter 11 cases filed on or after October 17, 2005, with some exceptions

Amounts that are paid to a debtor-in-possession to manage or operate a trade or business that the debtor conducted prior to bankruptcy are includible in the individual's gross income. The amounts paid are generally deductible by the estate as administrative expenses.

Notification Requirements

Notice 2006-83 also provides guidance on certain notification requirements that must be met. A debtor must attach a statement to his or her return stating that a Chapter 11 bankruptcy case has been filed. A model statement is included in Notice 2006-83. 


A bankruptcy estate's gross income, gross proceeds or other reportable payments are reported by the person making the payments using the estate's name and EIN as required by Code Sec. 6041 through Code Sec. 6049. The EIN is provided by the trustee or debtor in possession. The trustee or debtor in possession should not provide the EIN to the debtor's employer or person filing Form W-2 with respect to the debtor's wages or other compensation. Section 1115 does not affect the determination of what constitutes wages for federal income tax withholding or the Federal Insurance Contributions Act. These amounts are reported by the employer, whether prepetition or postpetition, on a Form W-2 issued to the debtor under the debtor's social security number.


Notification that a Chapter 11 bankruptcy case is closed, dismissed or converted to a Chapter 12 or 13 case must be provided by the debtor to those previously notified of the case. Gross income, proceeds and other reportable payments realized after the closing, dismissal or conversion are reported to the debtor. In the case of a conversion to a Chapter 7 case, the bankruptcy estate continues as a separate taxable entity and gross income, and other reportable payments are reported to the estate if these amounts are property of the Chapter 7 estate. Because amounts paid for postconversion services are taxed to the debtor, the debtor should notify payors that nonemployee compensation required to be reported on Form 1099-MISC and earned after conversion is reported using the debtor's name and TIN, rather than the estate's name and TIN.


Self-Employment, Employment Taxes

Earnings from postpetition services, including self-employment, constitute property of the estate. In the case of earnings from continuing services, the debtor must continue to report on Schedule SE of the individual income tax return the self-employment income earned postpetition.


A debtor is not required to file a new Form W-4 with an employer adjusting the debtor's withholding allowances solely because a Chapter 11 bankruptcy has been filed. A new Form W-4 may be necessary or prudent in some cases.

An employer's obligation for FICA tax, FUTA tax, or federal income tax withholding is not changed by Section 1115, with respect to wages of a Chapter 11 debtor in a case commenced after October 17, 2005. Thus, the employer should continue to reflect wages and withheld amounts on Form W-2. 

Allocation of W-2 Amounts

If a portion of wages, salary or other compensation for a calendar year represent postpetition services, an allocation of the amounts reported on Form W-2 must be made. The debtor-in-possession or trustee must allocate in a reasonable manner the amounts reported in box 1 and the withheld income tax reported in box 2 between the debtor and estate. If reasonable, a simple percentage method can be used. The debtor-in-possession or trustee must also allocate improperly reported income between the debtor and the estate.

Comments

The IRS and Treasury request comments on further guidance that may be needed as a consequence of Section 1115, and in particular on the property treatment of postconfirmation income. Comments are also requested on the tax treatment of postpetition compensation from a third-party employer that the bankruptcy court allows the debtor to retain to pay for the debtor's personal or living expenses.


Comments should be submitted on these and other relevant issues in writing on or before December 1, 2006, to the Internal Revenue Service, P.O. Box 7604, Washington D.C. 20044, Attn: CC:PA:CBS (Notice 2006-83). Submissions may also be hand-delivered Monday through Friday between the hours of 8 a.m. and 4 p.m. to the Courier's Desk at Room 105, First Floor, Internal Revenue Service, 1901 S. Bell Street, Jeff Davis Highway, Arlington Va., Attn: CC:PA:CBS (Notice 2006-83). Submissions may also be sent electronically via the internet to the following email address: Notice.comments@irscounsel.treas.gov. Include the notice number in the subject line.


Notice 2006-83, 2006FED 46,603

Other References:  Code Sec. 1398

       CCH Reference - 2006FED 32,414.50

2.)
Transfer of Suspended Losses to Bankruptcy Trust Created NOLs; NOL Carryback Did Not Eliminate Penalty; Statement in Prior Summary Judgment Opinion Not a Finding; (Benton, TCM)
An IRS settlement agreement did not preclude a partner in the Colorado Rockies baseball team from carrying net operating losses (NOLs) from his bankruptcy estate to tax years preceding his bankruptcy petition. The settlement agreement provided that the taxpayer's prepetition NOLs could be applied only against his post-petition tax years. The NOLs were derivative of suspended passive losses that the taxpayer incurred before he filed his bankruptcy petition, and the Tax Court has stated in a prior opinion that the NOLs had arisen before the commencement of the bankruptcy. However, the suspended losses became NOLs by operation of law only during the bankruptcy, when the taxpayer's entire interest in the underlying passive activity was transferred to a bankruptcy liquidating trust. Moreover, the court's statement in the prior opinion was not binding, because that opinion was issued in a summary judgment proceeding that was based on the parties' representations, rather than factual findings by the court. Thus, the NOLs did not arise before the bankruptcy and, once the NOLs became available to the taxpayer on the termination of his bankruptcy estate, the settlement agreement did not preclude him from carrying them back to tax years before his bankruptcy. However, genuine issues of material fact regarding the amount of the NOLs precluded summary judgment as to the taxpayer's remaining deficiencies.

The taxpayer could eliminate his deficiencies for two tax years by carrying back NOLs that were conceded by the IRS. However, the NOLs did not eliminate the taxpayer's accuracy-related penalties. An NOL carryforward deduction can reduce or eliminate penalties, but an NOL carryback deduction cannot.

Supplementing O.L. Benton, 122 TC 353, Dec. 55,634.

O.L. Benton, TC Memo. 2006-198, Dec. 56,623(M)

Other References:  Code Sec. 172

  CCH Reference - 2006FED 12,014.3205

3.)
Chapter 7 Debtor's Tax Liabilities Were Nondischargeable in Bankruptcy Because He Willfully Attempted to Evade Payment of Taxes (In re Zimmerman, DC Fla.)

The federal tax liabilities of a certified public accountant were nondischargeable in bankruptcy because he willfully attempted to defeat and evade the payment of those taxes. As an accountant, the Chapter 7 debtor knew that he had a duty to pay taxes but, despite his ability to fulfill his tax obligations, he intentionally failed to do so.


The debtor failed to timely file his tax returns during a 21-year period and filed tax returns for six of those years only after the IRS demanded his tax returns. Moreover, he grossly understated the amount of taxes owed and did not pay any of the additionally assessed amounts. Also, he continuously transferred assets to family members and close acquaintances for inadequate or no consideration. These transfers greatly reduced his assets that could be used to meet his tax liability.


The debtor's explanation for his failure to pay taxes was implausible and inconsistent. His claim that he believed his tax obligations for the tax years at issue were discharged in a prior bankruptcy was not accepted because the IRS had not yet assessed his tax liability for those years at the time of the discharge. Secondly, if the debtor believed that the tax liability was discharged, he would not have included the taxes as outstanding liabilities in a subsequent bankruptcy petition. Thus, his failure to properly file tax returns or pay the assessed tax amounts and his transfers of assets without consideration supported the conclusion that he engaged in conduct that amounted to a willful attempt to evade or defeat payment of taxes.


Affirming an unreported BC-DC Fla. decision. 


In re D.N. Zimmerman, DC Fla., 2006-2 USTC 50,548

Other References:  Code Sec. 6871

   CCH Reference - 2006FED 40,630.175

4.)
Attorney's Tax Debt Was Nondischargeable; Conduct Indicated Willful Evasion (In re Jacobs, DC Fla.)

A bankruptcy court incorrectly held that a real estate and transactional attorney's tax debt was dischargeable because the IRS failed to prove that the debtor willfully attempted to defeat his tax debts. The bankruptcy court erred when it required the IRS to produce evidence of actual tax evasion by the debtor. A debtor may not receive a discharge of a tax debt arising from willful or criminal conduct. Thus, the nonpayment of taxes coupled with affirmative acts to avoid payment or collection of taxes may be sufficient to make a tax debt nondischargeable.


The debtor argued that he never attempted to evade or defeat his tax debt but, rather, that he filed accurate tax returns for each of the tax years at issue and merely failed to pay his taxes. However, the record indicated that the debtor: (1) chronically filed late tax returns; (2) failed to pay his taxes; (3) made gifts to his wife's business and his children; (4) failed to properly report wage income or pay withholding taxes; (5) titled property in his wife's name to frustrate tax collection efforts; and (6) lived a lavish lifestyle while ignoring his tax obligations. These were affirmative acts to avoid payment or collection of taxes.

In addition, the record contained evidence of the debtor's willful attempt to evade his tax debt, including: (1) improperly reporting wage income as nonwage income; (2) making intrafamily transfers of money while owing the IRS in excess of $600,000; (3) transferring large amounts of money to various charitable organizations to remove it from potential levy; (4) titling valuable property in his wife's name to avoid liens; and (5) living a lavish lifestyle while not paying his taxes. Moreover, the debtor caused his first law firm to declare bankruptcy due to a large tax delinquency, and his current law firm also owed a large tax debt.

There was no evidence that the debtor's failure to pay his taxes was due to inadvertence or mistake. Therefore, the bankruptcy court's finding that the debtor did not willfully attempt to evade or defeat his tax liability was clearly erroneous, and the debtor's tax debt is nondischargeable under section 523(a)(1)(C) of the Bankruptcy Code.

Reversing an unreported BC-DC Fla. decision.

In re A.I. Jacobs, DC Fla., 2006-2 USTC 50,513

Other References:  Code Sec. 6871

     CCH Reference - 2006FED 40,630.175
5.)
Refundable Portion of Child Tax Credit Is Part of Bankruptcy Estate (Law v. Stover, BAP-8)

The refundable portions of bankrupt taxpayers' child tax credits were includible in their bankruptcy estates under Missouri law. In a pair of consolidated cases, the taxpayers filed for bankruptcy, then, after filing their income tax returns for the year of the bankruptcy filing, amended their bankruptcy filings to disclose and allocate their tax refunds. The debtor-taxpayers took the position that the portion of their refunds attributable to the child tax credit was not property of the estate. Under state law, tax refunds arising from an overpayment of taxes or from the federal earned income credit are property of the estate. Although the refundable portion of the child tax credit is not considered an overpayment under Code Sec. 6401 as is the refundable earned income tax credit, the difference is not material for bankruptcy purposes.

Affirming an unreported BC-DC Mo. decision.

M.A. Law v. D.C. Stover, BAP-8, 2006-1 USTC 50,232

Other References:  Code Sec. 24  

   CCH Reference - 2006FED 3770.10
6.)
IRS, Practitioners Discuss W-2 Reporting and Other Employment Tax Issues

Gil Queen of IRS Forms and Publications reminded practitioners who participated in the IRS Tax Talk Today webcast program on October 17 that they need special software to electronically file information returns and should check IRS Publication 1221 for more information. Information returns are due on February 28 unless they are e-filed; those returns are due on March 31. He said that companies who were planning to take advantage of the later filing date got in trouble because they discovered in late March that they did not have the capability to e-file.


Roger Harris, president of Padgett Business Services, recommended that employers start immediately to verify employees' names, addresses and social security numbers. This can ease the burden in January associated with sending Forms W-2 to employees. He urged employers to use the lag between the January 31 and February 28 deadlines to correct W-2s before they are sent to the IRS.


Nora Daly of Oracle Corporation said that employers can use an online service provided by the Social Security Administration (SSA) at www.SSA.gov to verify employee information. She recommended that employers reconcile employee pay stubs at the beginning of the year and make sure that the totals track throughout the year. She noted that the American Payroll Association has classes on changes in the law and other employment tax subjects.


Daly said that, if an employee lacks a social security number, the employer should put down all zeroes and should direct the employee to apply to the SSA for a number.


Employee Classification
Joseph Tiberio of the IRS's Small Business and Self-Employed Division said that employers and workers who are unsure whether the individual is an employee or independent contractor have several sources of information: filing a Form SS-8, Determination of Worker Status for Purposes of Federal Employment Taxes and Income Tax Withholding, with the IRS requesting classification; looking on the IRS website, which has IRS training material; and checking Publication 15, Employers Tax Guide.

If the worker believes that he or she has been classified incorrectly, he or she should go back to the payor to correct the situation, Harris said. Otherwise, the IRS takes phone calls beginning in mid-February from independent contractors requesting a change.

Compliance


Tiberio said that employment tax compliance is a year-round concern. The IRS focuses on both filing compliance and reporting compliance and uses information from the SSA and other sources to detect noncompliance, he pointed out.


The Service is educating the public about problem areas, Tiberio said, such as the reporting of tips on Form 4137, Social Security and Medicare Tax on Unreported Tip Income. He noted that the IRS will begin to enter into tip reporting agreements with small businesses as well as larger companies. A new agreement will become available in 2007.


When asked about reporting of deferred compensation under Code Sec. 409A, Daly noted that the IRS provided relief for 2005, but she speculated that there will be some reporting required for 2006. The IRS panel members did not respond.


Other Issues
Queen said that the IRS has revised Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc., to provide information for designated Roth IRAs. The form shows contributions, which are after-tax, and the year the account was established. An account must operate for five years before the owner can take distributions tax-free. New reporting codes will be AA for contributions to a Code Sec. 401(k) plan and BB for contributions to a Code Sec. 403(b) plan.

Tiberio said that the IRS has devised a new Form 940, Employer's Annual Federal Unemployment (FUTA) Tax Return, for reporting unemployment taxes. The new form combines Form 940 and Form 940-EZ. The due date for the form is still January 31, 2007.

Queen said that a Form W-2, Wage and Tax Statement, issued by a Chapter 11 bankruptcy estate should carry the estate's taxpayer identification number. The forms previously were filed in four service centers, but this has been cut back to two, Austin, Texas, and Kansas City, Missouri. Any forms filed at the other two centers will be transferred to the proper center. The Philadelphia service center is no longer being used for employment forms. Form 1098-C, Contributions of Motor Vehicles, Boats, and Airplanes, still goes to Ogden, Utah.

