
 

 

Tax Aspects of Bankruptcy 
Fundamentals 

A person is insolvent when the liquidated value of their assets would not 
repay all their debt.  Nonetheless, someone who is insolvent might still have 
sufficient current income and liquid assets to meet bills, claims and 
obligations when and as they come due. 

Alternately, a person may have sufficient value in assets that, if sold could 
cover all their debts, but have insufficient liquidity to meet bills, claims and 
obligations as they are presented.  This person is bankrupt. 

It is generally common for a person to be both bankrupt and insolvent at the 
same time; the above paragraphs show where a person could be insolvent 
but not bankrupt, or bankrupt but not insolvent.  The concepts are different. 

For purposes of this session bankruptcy means the actual process of filing a 
petition for relief under the United States Bankruptcy Act (Title 11, USC). 

A Very Brief History 

Debtors in ancient Greece who could not pay were forced into debt slavery, 
along with their family and servants, until the creditor was repaid through 
the efforts of their combined labors. 

In Old Testament Israel, the Bible provided that tribal member debtors 
should have their debts released every seven years. [Deuteronomy 15:1 -3] 

“The Yassa of Genghis Khan contained a provision that mandated the death 
penalty for anyone who became bankrupt three times.” (Wikipedia, citing 
Taqi al-Din Ahmad ibn 'Ali ibn 'Abd al-Qadir ibn Muhammad al-Maqrizi, an 
Egyptian historian) 

“The most widely-accepted theory on the origin of the word ‘bankruptcy’ 
comes from a mixing of the ancient Latin words bancus (bench or table) and 
ruptus (broken). When a banker, who originally conducted his public 
marketplace transactions on a bench, was unable to continue lending and 
meet obligations, the bench was broken in a symbolic show of failure and 
inability to negotiate.  As a result of the frequency of this practice in 
Medieval Italy, the current term bankrupt is commonly believed to spring 
specifically from the translation of banco rotto, Italian for broken bank. 
Others have speculated that the word's origin actually stems from the 
French expression banque route, table trace. This phrase relates to the 
metaphorical practice of only a sign left at the site of a banker's table once 
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there and now gone. This practice involved those who fled quickly-escaping 
with money that had been entrusted to them.”  
[http://www.bankruptcydata.com/Ch11History.htm]  

The first English statute dealing with situations of bankruptcy, the “Statute 
of Bankrupts” was passed in 1542 during the reign of Henry VIII.  This 
statute called bankrupts defrauders of their creditors and called for the 
seizure of all the property and persons of bankrupt debtors – bankrupts were 
criminals.  This attitude has changed over time, although not necessarily in 
the mindset of all creditors. 

In the history of the United States bankruptcy was generally an involuntary 
proceeding with the objective being the greatest possible recovery for 
creditors.  Provisions for involuntary bankruptcy still exist in the law, 
although they are rarely used. 

The twentieth century and especially the massive economic upheaval from 
the great depression of the 1930’s saw some shift in attitude.  The Supreme 
Court, in the case of Local Loan Co v. Hunt [292 US 234, (1934)] citing 
Williams v. US Fidelity & Guarantee Co [236 US 549, (1915)] stated: “One of 
the primary purposes of the Bankruptcy Act is to ‘relieve the honest debtor 
from the weight of oppressive indebtedness and permit him to start afresh 
free from the obligations and responsibilities consequent upon business 
misfortunes.’ (Citations omitted)”  

This country has had a variety of Bankruptcy statutes.  The most recent 
major overhaul was the Bankruptcy Abuse Prevention and Consumer 
Protection Act of 2005 (BAPCPA), (PL 109-8, April 20, 2005).  This act 
tended to scale back some prior perceived “creep” of emphasis away from 
creditor recovery – hence the “abuse prevention” in the name. 

 

Introduction 

The Bankruptcy Act, including the provisions of BAPCPA, is codified as Title 
11 of the United States Code (USC).  To put this in a tax perspective, the 
Internal Revenue Code (IRC) is codified as Title 26 of the USC. 

Generally, debtors file to take advantage of one or more provisions of 
various chapters of Title 11.  The most common examples are Chapter 7, 
and Chapter 13 for individuals; and Chapter 7 and Chapter 11 for 
businesses. 

Less frequently, petitions may be filed under Chapter 9 (municipalities), 
Chapter 12 (like Chapter 13 but limited to family farmers and fishermen), or 
Chapter 15 (foreign companies with US debt).  
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Bankruptcy filings have been decreasing: 

 
Under §303 of Title 11, it is possible for creditors to file a petition resulting 
in an involuntary bankruptcy under only chapters 7 or 11.  If there are 12 or 
more creditors, at least 3 must join in the petition; any one creditor could 
file when total creditors are less than 12.  Other creditors may join the 
proceeding later.  Total undisputed debts must total at least $15,775 
(adjusted tri-annually – last on 04/01/2016) for unsecured debt or, more 
than $15,775 greater than the value of liens on secured debts. 

Some classes of debtors, such as: farmers; banks; credit unions and savings 
& loans; non-profits; and insurance companies are exempt from an 
involuntary Chapter 7 or Chapter 11 proceeding.  Other specific exemptions 
apply as well.  Regardless, involuntary bankruptcy is very rare.  A debtor can 
object to an involuntary bankruptcy proceeding and there are other 
obstacles, both financial and procedural, imposed on the petitioning 
creditor(s).  The internet is rife with sites warning creditors of the risks 
involved.  More likely, the collection action of one or more creditor(s) forces 
the debtor to file bankruptcy “voluntarily.” 

The Act gives the U.S. Trustee Program responsibilities in a number of areas, 
including: 

 implementing the new “means test” to determine whether a debtor is 
eligible for chapter 7 (liquidation) or must file under chapter 13 (wage-
earner repayment plan);  

 supervising random audits and targeted audits to determine whether a 
chapter 7 debtor’s bankruptcy documents are accurate;  

 certifying entities to provide the credit counseling that an individual 
must receive before filing bankruptcy;  
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 certifying entities to provide the financial education that an individual 
must receive before discharging debts; and  

 conducting enhanced oversight in small business chapter 11 
reorganization cases. 

“Bankruptcy laws help people who can no longer pay their creditors get a 
fresh start – by liquidating assets to pay their debts or by creating a 
repayment plan.  Bankruptcy laws also protect financially troubled 
businesses.” [http://www.uscourts.gov/FederalCourts/Bankruptcy.aspx] 

Generally, an individual must have received budget and credit counseling 
within 180 days before filing their petition from a budget and credit 
counseling agency described in 11 USC §111 (a); however there are 
exceptions provided. 

There are limits to how often someone can receive a discharge of debts in 
bankruptcy if they received such discharge in an earlier bankruptcy: 

NOTE: an individual may not file a bankruptcy petition under any chapter of 
the Bankruptcy Act if a petition in bankruptcy was previously filed, and that 
prior petition was dismissed during the previous 180 days because the 
debtor failed to appear, comply with orders of the court, or after a voluntary 
dismissal after a lien holder sought relief from the automatic stay. [11 USC 
§109(g) & §§362(d) & (e)] 

Generally, an individual must have received budget and credit counseling 
within 180 days before filing their petition from a budget and credit 
counseling agency described in 11 USC §111 (a); however there are 
exceptions provided. 

Chapter 7 

To qualify for relief under chapter 7 of the Bankruptcy Code, the debtor may 
be an individual, a partnership, or a corporation or other business entity. 11 
U.S.C. §§ 101(41), 109(b). 

Prior Bankruptcy  New Filing Waiting Period 
Chapter 7 Chapter 7 8 years from filing date of first bankruptcy 

Chapter 13 Chapter 13 
2 years from  filing date of first bankruptcy  

(most Chapter 13 bankruptcies take 3 – 5 years 
to close) 

Chapter 7 Chapter 13 4 years from  filing date of first bankruptcy 

Chapter 13 Chapter 7 6 years from  filing date of first bankruptcy , 
with exceptions 
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Chapter 7 is liquidating bankruptcy, sometimes called “straight bankruptcy.”  
The debtor turns over non-exempt assets to the trustee who liquidates (or 
abandons) those assets and pays creditors from the funds made available. 

The debtor receives a discharge from all listed debt that is dischargeable, 
and has no further financial obligations with regard to those debts.  Some 
debts are not dischargeable and will survive the bankruptcy; including 
secured debt against assets that are abandoned or exempted from the 
bankruptcy estate; and various tax debts (below) 

Means Test: 

Not all individual debtors are allowed to file under Chapter 7.  “[T]he court 
may dismiss a chapter 7 case filed by an individual whose debts are 
primarily consumer rather than business debts if the court finds that the 
granting of relief would be an abuse of chapter 7.  11 U.S.C. §707(b)”  
[“Bankruptcy Basics” a publication of the Bankruptcy Judges Division, 
Administrative Office of the United States Courts, November 2011, Revised 
Third Edition (available to download from: 
http://www.uscourts.gov/services-forms/bankruptcy/bankruptcy-basics].   

A rebuttable presumption of abuse exists when an individual debtor fails a 
“means test” applied to individual debtors seeking relief under Chapter 7.  
Beginning December 1, 2015, new Forms 122A-1, 122A-1 Supp, and 122A-2 
replace prior forms for computing the means test. 

NOTE: The threshold amounts used in the means test change periodically 
based on bankruptcy petition filing date and should always be verified before 
any actual computations are made.  Threshold amounts shown are current 
for bankruptcy filings made on the date this material went to print. 

“If the debtor's ‘current monthly income’ (1) is more than the state median, 
the Bankruptcy Code requires application of a "means test" to determine 
whether the chapter 7 filing is presumptively abusive.  Abuse is presumed if 
the debtor's aggregate current monthly income over 5 years, net of certain 
statutorily allowed expenses, is more than (i) $12,850, or (ii) 25% of the 
debtor's nonpriority unsecured debt, as long as that amount is at least 
$7,700.  (2) The debtor may rebut a presumption of abuse only by a 
showing of special circumstances that justify additional expenses or 
adjustments of current monthly income.  Unless the debtor overcomes the 
presumption of abuse, the case will generally be converted to chapter 13 
(with the debtor's consent) or will be dismissed. [11 U.S.C. § 707(b)(1)]”  
[“Bankruptcy Basics” ibid] 
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NOTE: If current monthly income is below the state median, OR if five year 
disposable (net) income is less than $7,700, the means test will not apply.  
If five year disposable (net) income is at least $7,700 ($128.33/mo) but less 
than $12,850 ($214.17/month), only then is the 25% of debt test applied. 

Failing either test creates a presumption of abuse. 
 

For the means test to be required, the debtor’s income must be more than 
the state median income.  The median income for the debtor’s state must be 
determined.  Reproduced below, is an MS Excel® version of the state median 
income chart for bankruptcy filed on or after May 1, 2018 which can be 
accessed at: http://www.justice.gov/ust/means-testing/20180501.  Both the 
table, and potentially the URL link as well, will change periodically.  Various 
free and pay sites on the internet contain a variety of free or pay calculators 
to find median income and also apply the means test.  

State 1 earner

Family Size 

2 People 3 People 4 People*

Alabama $46,400 $54,339 $62,033 $77,597

Alaska $63,524 $87,745 $87,745 $105,191

Arizona $48,369 $62,055 $63,334 $75,900

Arkansas $42,041 $51,672 $58,649 $71,294

California $54,787 $73,162 $79,061 $91,349

Colorado $57,906 $75,888 $84,952 $96,485

Connecticut $64,152 $84,005 $98,666 $119,844

Delaware $52,900 $66,207 $78,993 $92,828

District of Columbia $56,509 $109,379 $109,379 $109,379

Florida $46,677 $57,968 $62,912 $74,512

Georgia $46,104 $59,606 $67,304 $80,038

Hawaii $64,482 $74,419 $90,596 $99,934

Idaho $50,142 $59,219 $66,271 $73,839

Illinois $52,410 $68,687 $80,233 $96,485

Indiana $47,799 $60,657 $70,710 $80,985

Iowa $50,205 $65,589 $76,491 $92,945

Kansas $50,687 $65,112 $73,760 $85,507

Kentucky $43,720 $53,314 $62,696 $77,023

Louisiana $43,243 $51,813 $60,009 $77,861

Maine $50,866 $61,473 $78,688 $93,127
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Maryland $65,723 $86,063 $98,152 $118,294

Massachusetts $62,660 $80,180 $98,758 $123,864

Michigan $49,662 $60,809 $72,083 $88,925

Minnesota $54,613 $74,283 $87,811 $107,902

Mississippi $40,067 $49,973 $54,615 $63,897

Missouri $46,488 $58,796 $70,089 $83,180

Montana $49,237 $61,984 $73,475 $84,217

Nebraska $46,813 $68,974 $78,281 $87,715

Nevada $49,170 $62,204 $67,101 $77,397

New Hampshire $64,531 $75,856 $92,263 $115,926

New Jersey $66,284 $81,054 $98,174 $121,226

New Mexico $42,905 $57,701 $57,701 $63,841

New York $53,132 $68,087 $80,840 $98,583

North Carolina $46,438 $57,951 $66,361 $78,009

North Dakota $51,700 $73,641 $80,273 $97,936

Ohio $48,596 $60,834 $70,529 $85,294

Oklahoma $46,169 $58,426 $64,977 $71,638

Oregon $53,501 $65,190 $76,603 $90,332

Pennsylvania $53,067 $63,687 $78,953 $93,645

Rhode Island $51,680 $69,090 $82,224 $107,693

South Carolina $45,740 $58,348 $61,473 $77,564

South Dakota $45,950 $64,326 $75,564 $88,294

Tennessee $45,842 $55,759 $63,865 $75,172

Texas $47,238 $63,148 $69,294 $78,572

Utah $59,002 $64,832 $76,066 $83,537

Vermont $53,531 $67,517 $81,076 $91,567

Virginia $60,011 $74,299 $87,009 $103,549

Washington $63,376 $75,012 $86,630 $102,418

West Virginia $45,804 $52,033 $61,696 $74,317

Wisconsin $49,555 $65,097 $78,005 $95,492

Wyoming $57,020 $69,993 $72,378 $92,193

* Add $8,400 for each individual in excess of 4. 

Commonwealth or U.S. Territory 1 earner

Family Size

2 People 3 People 4 People *

Guam $41,007 $49,031 $55,873 $67,614
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Northern Mariana Islands $27,538 $27,538 $32,038 $47,122

Puerto Rico $24,455 $24,455 $24,555 $33,027

Virgin Islands $32,536 $39,104 $41,694 $45,678

* Add $8,400 for each individual in excess of 4

The determination of monthly net income allows for specific and scheduled 
expenses.  These expenses are generally the same as those in the 
“Collection Financial Standards” published by the IRS, searchable on the 
internet at https://www.irs.gov/Businesses/Small-Businesses-&-Self-
Employed/Collection-Financial-Standards. 

The IRS website refers bankrupts to the US Trustee Program website 
(http://www.justice.gov/ust/means-testing/20180501), which references 
IRS Collection Financial Standards  

NOTE:  For the most part the dollar amounts between those used by the US 
Trustee and IRS Collection Standards are the same.  However, use the 
correct chart for your purposes, to avoid any possible differences. 

Monthly income is determined by dividing total income over the 6 month 
period ending on the last day of the month prior to the petition date.  
Monthly income will not include certain items (e.g. social security) [see 
Bankruptcy Form 122A-2] 

Monthly net income is computed, subtracting monthly allowable expenses 
from monthly income.  That monthly net income is multiplied by 60 to create 
a five year (60 month) disposable (net) income amount used within the 
means test. [11 USC 707(b)(2)]  The means test is not required if this five 
year disposable net income does not exceed $7,700.  If greater than the 
minimum, the five year aggregate net income is compared to a fixed 
statutory amount (currently $12,850) and also compared to 25% of the 
aggregate debt.  The means test is passed if the five year aggregate net 
income amount does not exceed either of those amounts.  Otherwise the 
means test is failed and the debtor must convert from Chapter 7 to Chapter 
13 or have their petition dismissed. 

NOTE: The means test applies only to individuals, and then only to 
individuals whose debt is primarily consumer debt rather than business debt.  
Non-individual debtors and individual debtors with principally business debt 
are not subject to the means test. 

Disabled veterans and some reservists on active duty or homeland defense 
assignments may also be exempt from the means test. 
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In addition to the standard amounts determined from published tables 
(referenced above) the debtor may also have additional allowable expenses, 
such as: 

 Average monthly amount of all taxes actually incurred, including 
federal and state income tax, FICA or SE tax, but not sales tax or 
property tax 

 Involuntary employment deductions such as uniform, union dues, 
mandatory retirement contributions, etc. 

 Term life insurance premiums only on the debtor's life. 
 Court ordered payments such as child support, alimony, etc. 
 Expenses for the education or employment of a physically or mentally 

challenged child. 
 Necessary child care expenses 
 Out of pocket health care expenses in excess of the standard amount, 

not including insurance premiums and not including amounts covered 
by insurance or MSA/HSA accounts. 

 Required telecommunications services in excess of basic home phone 
and basic cell phone "such as pagers, call waiting, caller id, special 
long distance, or internet service - to the extent necessary for your 
health and welfare or that of your dependents." 

 Actual Health and Disability Insurance costs, HSA contributions 
 Reasonable and necessary care and support of an elderly, chronically 

ill or disabled member of your household or a family member unable to 
pay such expenses. 

 Actual expenses to maintain family safety under the Family Violence 
Prevention and Services Act or other applicable federal law. 

 Home energy expenses in excess of standard published amounts.  
"You must provide your case trustee with documentation of 
your actual expenses, and you must demonstrate that the 
additional amount claimed is reasonable and necessary" 

 Up to $156.25 per month for each dependent child under age 18 for 
attendance at a private or public K-12 school.  Documentation and 
support is required. 

 Food and clothing expense in addition to published amounts up to an 
additional 5%.  Support for the additional expense is required. 

 Continuing charitable contributions. 
 Payments on secured debts not included in bankruptcy filing 
 Other - describe and provided support and documentation 

EXAMPLE:  Joe and Sally are married, with one child, living in Detroit 
(Wayne County), Michigan.  Both Joe and Sally are employed with total 
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annual gross earnings of $74,000.  They have $40,000 of debt, all 
unsecured credit card (consumer) debt.  From the table above, the median 
income for a family of 3 in Michigan is $72,083.  Joe’s & Sally’s income 
exceeds their state’s median income and therefore they must apply the 
remainder of the means test. 

Monthly income for Joe & Sally is $6,167 ($74,000 ÷ 12). 

Monthly expenses for Joe & Sally (from IRS/US Trustee Program tables) are 
as follows: 

Taxes: Federal, MI & FICA $1,233 

Food, Clothing & other $1,384 

2 automobiles ownership $548 

2 automobiles operations $994 

Housing & Utilities $1,617 

Out of Pocket Medical $156 

Total Monthly Expenses $5,932 

Net Monthly Income $235 

Net monthly income = $235 x 60 months = $14,140 

Statutory amount:   $12,850 

25% of Debt:     $10,000 

Because their 5 year net monthly income exceeds $7,700 and also exceeds 
both the statutory threshold and 25% of their debt, Joe and Sally fail both 
tests and would be presumed to be abusing Chapter 7. Unless they are able 
to provide additional documentation for either the use of lower income, or 
greater expenses, they will be required to convert to Chapter 13 or have 
their petition dismissed. 

In the above example however, if Joe & Sally's income was just a bit lower, 
(e.g.: $214 rather than $235) they would meet the presumptive criteria to 
pass the means test but they would still fail the 25% of debt test and still be 
ineligible for Chapter 7.  Conversely, if without lowering their income, their 
total debt was $55,000 instead of $40,000 so that their 5 year disposable 
income was less than 25% of their total debt they would still fail the income 
test -- they must pass both parts; failing either part fails the entire 
test. 
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Either way, notice that their net monthly income is $235 while minimum 
monthly payments on their $40,000 consumer debt is at least $800 - 
$900/monthly.  Surely they cannot meet obligations as they come due. 

The application of the presumption of abuse test is computed on Bankruptcy 
Official Form 122A-2.  Note that if the presumption applies from the income 
test (line 40, second box), you do not even apply the 25% of debt test on 
lines 41 & 42. 

 
 

Exempt Property: 

The Bankruptcy Code at Section 522(b) [11 USC §522(b)] allows a debtor to 
exempt specific property from the bankruptcy estate. 

"Many states have taken advantage of a provision in the Bankruptcy Code 
that permits each state to adopt its own exemption law in place of the 
federal exemptions.  In other jurisdictions, the individual debtor has the 
option of choosing between a federal package of exemptions or the 
exemptions available under state law. Thus, whether certain property is 
exempt and may be kept by the debtor is often a question of state law.  The 
debtor should consult an attorney to determine the exemptions available in 
the state where the debtor lives." ["Bankruptcy Basics," ibid] 

As part of the bankruptcy petition, the debtor claims to have been domiciled 
or has had a residence, principal place of business or principal assets in the 
state for at least 180 days prior to filing; or that they meet the test in the 
state of filing for a longer part of such 180 days than any other state.  
Essentially a debtor must be a resident for at least 91 days prior to filing. 
[28 USC §1408] 

To prevent a debtor from "shopping" the different state exemptions, the 
state law that must be used to determine exempt assets might not be their 
state of residency at the time the bankruptcy petition is filed -- it might be a 
state the debtor lived in longer than 2 years prior.   

A debtor must use state exemptions from the state they had their domicile 
in for 730 days (2 years) prior to filing their petition in bankruptcy.  If they 
did not domicile in one state for the (entire) 730 days prior to filing the 
petition, state residency will look to the state of residence during the 180 
day period immediately before the 730 day period began, or the state with 
the longest residency within that 180 day period. [11 USC §522(b)(3)(A)]   

Separately, if a state homestead exemption is greater than $160,375, it is 
limited to $155,675 for debtors who acquired the home less than 1215 days 
(40 months) prior to the petition date.  [11 USC §522(p)(1)]  The dollar limit 
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does not include an amount "transferred from a debtor’s previous principal 
residence (which was acquired prior to the beginning of such 1215-day 
period) into the debtor’s current principal residence, if the debtor’s previous 
and current residences are located in the same State." [11 USC 
§522(p)(2)(B)]  This dollar limitation is subject to adjustment every 3 years, 
last on April 1, 2016; next on April 1, 2019. 

NOTE: Based on these residency rules, federal law could require a debtor to 
apply the exemptions of a state where they are no longer a resident; and, to 
complicate matters the laws of the state that the debtor is required to use 
might prohibit non-residents (which the debtor is at the time) from using 
that state's exemptions.  Just one of many reasons why you should be 
represented by competent counsel if filing bankruptcy. 

Some states' exemption law requires the debtor to use state exemptions 
rather than federal exemptions; other states allow the choice between 
federal and state law.  At the commercial website: 
http://www.legalconsumer.com/bankruptcy/laws/#Help    using the top tab 
for "exemptions" you can review a summary of the state law exemptions 
from each of the 50 states.  Accuracy is at your own risk. 

Listed below is the federal property exemption.  As stated above, the 
bankrupt might elect, or be required to use state law exemptions which may 
be more or less generous.  A debtor who is not able to apply any state 
exemptions or whose state permits the choice may always use the Federal 
list of exempt property from 11 USC §522(d) as follows (inflation 
adjustments as of 04/01/2016 are in parenthetical italics: 

"(1) The debtor’s aggregate interest, not to exceed $15,000 (now 
$23,675) in value, in real property or personal property that the 
debtor or a dependent of the debtor uses as a residence, in a 
cooperative that owns property that the debtor or a dependent of the 
debtor uses as a residence, or in a burial plot for the debtor or a 
dependent of the debtor.   
(2) The debtor’s interest, not to exceed $2,400 (now $3,775) in value, 
in one motor vehicle.  
(3) The debtor’s interest, not to exceed $400 (now $600) in value in 
any particular item or $8,000 (now $12,625) in aggregate value, in 
household furnishings, household goods, wearing apparel, appliances, 
books, animals, crops, or musical instruments, that are held primarily 
for the personal, family, or household use of the debtor or a 
dependent of the debtor.  
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(4) The debtor’s aggregate interest, not to exceed $1,000 (now 
$1,600) in value, in jewelry held primarily for the personal, family, or 
household use of the debtor or a dependent of the debtor.  
(5) The debtor’s aggregate interest in any property, not to exceed in 
value $800 (now $1,250) plus up to $7,500 (now $11,850) of any 
unused amount of the exemption provided under paragraph (1) of this 
subsection.  
(6) The debtor’s aggregate interest, not to exceed $1,500 (now 
$2,375)in value, in any implements, professional books, or tools, of 
the trade of the debtor or the trade of a dependent of the debtor.  
(7) Any unmatured life insurance contract owned by the debtor, other 
than a credit life insurance contract.  
(8) The debtor’s aggregate interest, not to exceed in value $8,000 
(now $12,625) less any amount of property of the estate transferred 
in the manner specified in section 542(d) of this title, in any accrued 
dividend or interest under, or loan value of, any unmatured life 
insurance contract owned by the debtor under which the insured is the 
debtor or an individual of whom the debtor is a dependent.  
(9) Professionally prescribed health aids for the debtor or a dependent 
of the debtor.  
(10) The debtor’s right to receive—  

(A) a social security benefit, unemployment compensation, or a 
local public assistance benefit;  

(B) a veterans’ benefit;  
(C) a disability, illness, or unemployment benefit;  
(D) alimony, support, or separate maintenance, to the extent 

reasonably necessary for the support of the debtor and any 
dependent of the debtor;  

(E) a payment under a stock bonus, pension, profitsharing, 
annuity, or similar plan or contract on account of illness, 
disability, death, age, or length of service, to the extent 
reasonably necessary for the support of the debtor and any 
dependent of the debtor, unless—  

(i) such plan or contract was established by or under the 
auspices of an insider that employed the debtor at the time 
the debtor’s rights under such plan or contract arose;  

(ii) such payment is on account of age or length of service; and  
(iii) such plan or contract does not qualify under section 

401(a), 403(a), 403(b), or 408 of the Internal Revenue 
Code of 1986.  

(11) The debtor’s right to receive, or property that is traceable to—  
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(A) an award under a crime victim’s reparation law;  
(B) a payment on account of the wrongful death of an individual of 

whom the debtor was a dependent, to the extent reasonably 
necessary for the support of the debtor and any dependent of 
the debtor;  

(C) a payment under a life insurance contract that insured the life 
of an individual of whom the debtor was a dependent on the 
date of such individual’s death, to the extent reasonably 
necessary for the support of the debtor and any dependent of 
the debtor;  

(D) a payment, not to exceed $15,000 (now $23,675), on account 
of personal bodily injury, not including pain and suffering or 
compensation for actual pecuniary loss, of the debtor or an 
individual of whom the debtor is a dependent; or  

(E) a payment in compensation of loss of future earnings of the 
debtor or an individual of whom the debtor is or was a 
dependent, to the extent reasonably necessary for the support 
of the debtor and any dependent of the debtor.  

(12) Retirement funds to the extent that those funds are in a fund or 
account that is exempt from taxation under section 401, 403, 408, 
408A, 414, 457, or 501(a) of the Internal Revenue Code of 1986."  

OBSERVATION: It's easy to see why the court suggests consulting with an 
attorney to determine what allowable exemptions apply.  Happily this is not 
a tax issue and further discussion of state exemptions and residency is 
beyond this course. 

Chapter 11 

"Chapter 11, entitled Reorganization, ordinarily is used by commercial 
enterprises that desire to continue operating a business and repay creditors 
concurrently through a court-approved plan of reorganization. The chapter 
11 debtor usually has the exclusive right to file a plan of reorganization for 
the first 120 days after it files the case and must provide creditors with a 
disclosure statement containing information adequate to enable creditors to 
evaluate the plan.  The court ultimately approves (confirms) or disapproves 
the plan of reorganization.  Under the confirmed plan, the debtor can reduce 
its debts by repaying a portion of its obligations and discharging others.  The 
debtor can also terminate burdensome contracts and leases, recover assets, 
and rescale its operations in order to return to profitability.  Under chapter 
11, the debtor normally goes through a period of consolidation and emerges 
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with a reduced debt load and a reorganized business." [Bankruptcy Basics, 
ibid.] 

With its objective being the reorganization of an operating business, typically 
business entities file using Chapter 11, especially corporations. 

Chapter 11 may also be the only bankruptcy relief available to an individual 
debtor including a wage earner who does not qualify for either Chapter 7 
(e.g. failed the means test) or Chapter 13 (unsecured debt exceeds 
$394,725 or secured debt exceeds $1,184,200).  Generally Chapter 11 
bankruptcy carries with it fees, costs and administrative burden that can far 
exceed those of either Chapter 7 or Chapter 13. 

 

Chapter 13 

"A chapter 13 bankruptcy is also called a wage earner’s plan. It enables 
individuals with regular income to develop a plan to repay all or part of their 
debts.  Under this chapter, debtors propose a repayment plan to make 
installments to creditors over three to five years.  If the debtor’s current 
monthly income is less than the applicable state median, the plan will be for 
three years unless the court approves a longer period 'for cause’.   If the 
debtor’s current monthly income is greater than the applicable state median, 
the plan generally must be for five years.  In no case may a plan provide for 
payments over a period longer than five years. 11 U.S.C. §1322(d). During 
this time the law forbids creditors (generally including IRS) from starting or 
continuing collection efforts." [Bankruptcy Basics, ibid] 

A Chapter 13 petition will create an automatic stay of collection action that 
will act to stop a mortgage holder from foreclosing.  However the stay in this 
case is brief and the debtor must bring past-due payments current over a 
reasonable period of time and must make regular mortgage payments that 
come due after the petition date.  The automatic stay of Chapter 13 will not 
protect the debtor's home if the bank completed its foreclosure sale prior to 
filing the petition. 

Chapter 13 is only available to individual debtors, however individual debtors 
who are self-employed or operate an unincorporated business are eligible.  A 
husband and wife may file a joint petition, or petition individually. 

An individual debtor who fails the means test of Chapter 7 will generally be 
converted to a Chapter 13 proceeding, or their petition will be dismissed. 

An individual debtor may not file Chapter 13 bankruptcy if their unsecured 
debts equal or exceed $394,725; or their secured debts equal or exceed 
$1,184,200. [11 USC §109(e)]  An individual debtor who fails the means 
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test of Chapter 7 and also fails the debts limits of Chapter 13 must file under 
Chapter 11, a more complex and costly proceeding. 

Sometimes the plan must provide for secured creditors to receive full 
payment, or at least the value of the collateral property in order to keep 
possession of the property pledged.  Unsecured creditors generally must 
receive at least as much as they would if the bankruptcy were a liquidation 
under Chapter 7. 

 

Discharge of Tax Debt 

Certain tax debts may be discharged in bankruptcy.  The manner in which 
the discharge occurs and how much money the IRS will receive will be 
determined by the type of bankruptcy filed and the resources available to 
pay. 

In general, tax debts that are not secured by a federal tax lien, and which 
represent taxes that were assessed and first due more than three years 
before the bankruptcy filing may be discharged. 

Many tax debts cannot be discharged in bankruptcy.  Section 523(a)(1) of 
the Bankruptcy Act excludes the following from discharge under Chapters 7, 
11, 12, and 13:  

"(a) A discharge under section 727, 1141, 1228 (a), 1228 (b), or 1328 
(b) of this title does not discharge an individual debtor from any debt—  

(1) for a tax or a customs duty—  

(A) of the kind and for the periods specified in section 507 (a)(3) 
or 507 (a)(8) of this title, whether or not a claim for such tax 
was filed or allowed;  

(B) with respect to which a return, or equivalent report or notice, if 
required—  

(i) was not filed or given; or  

(ii) was filed or given after the date on which such return, report, 
or notice was last due, under applicable law or under any 
extension, and after two years before the date of the filing of 
the petition; or  

(C) with respect to which the debtor made a fraudulent return or 
willfully attempted in any manner to evade or defeat such tax;" 

Essentially, tax debts are first divided by date into pre-petition and post-
petition taxes.  Pre-petition taxes are taxes for tax periods ended before the 
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petition was filed.  Post-petition taxes are for tax years ended after the 
bankruptcy petition was filed. 

Pre-petition taxes are then divided into secured and unsecured claims.  
Secured claims are secured by the filing of a Notice of Federal Tax Lien on 
attaching to non-exempt property. 

Secured debt is generally paid by the bankruptcy as a priority opposed to 
unsecured debt.  Specifically in a Chapter 7 bankruptcy, unsecured tax debt 
is not dischargeable when [11 USC §507(a)(8)]: 

 The tax is based on income or gross receipts and the due date of the 
tax return (including extensions) was within 3 years of the petition 
date. 

 The tax is based on income or gross receipts and was assessed within 
240 days before the petition date 

 Suspend counting the 240 days for  
 the period during which an offer in compromise was pending, for the 

period it was pending plus 90 days. 
 the period during which a stay of proceedings was in effect plus 90 

days. 
 The tax is based on income or gross receipts but the taxes had not 

been assessed as of the petition date, but were assessable on that 
date, unless the tax was not assessed because: 

 No return was filed; or 
 A late return was filed within two years of the petition date; or 
 A fraudulent return was filed; or 
 the debtor willfully attempted to evade or defeat the tax. 
 A tax required to be collected or withheld and for which the debtor is 

liable in whatever capacity -- trust fund employment and excise taxes. 
 Employer's part of employment tax on wages earned prior to the 

petition date and for which the tax return was due within 3 years of 
the petition date 

 Excise taxes on transactions that occurred prior to the petition date 
and for which a tax return was due within 3 years of the petition date; 
or, if no tax return must be filed, the transaction occurred within 3 
years of the petition date. 

 A penalty related to a claim of a kind specified in this paragraph and in 
compensation for actual pecuniary loss -- e.g.: the 100% penalty 
under IRC §6672 

 

Income Tax Consequences of Bankruptcy 
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The tax consequences to both the debtor and the bankruptcy estate for an 
individual taxpayer filing under either Chapter 7 or Chapter 11 are governed 
by Section 1398 of the IRC.  The impact of bankruptcy on tax filings, tax 
year, tax attributes, etc. is limited to filing under these two chapters. 

NOTE: A taxpayer filing under Chapter 13 will not need to make any special 
adjustments to their tax year, tax attributes or other special features and, 
generally speaking, the Chapter 13 bankruptcy will not have any significant 
impact on the ongoing tax obligations of the taxpayer. 

 

Separate Taxpayer 

In both Chapter 7 and Chapter 11 bankruptcies, a bankruptcy estate is 
created that is considered a separate taxpayer from the debtor. 

This separate taxpayer is an estate entity, with a Form 1041 filing 
requirement, so long as gross income exceeds $10,400 (in 2017).  As a 
separate taxpayer, along with assets and debt turned over to the trustee, 
any "tax attributes" of the taxpayer are also transferred to the trustee. 

 

Tax Attributes 

"The estate shall succeed to and take into account the following items 
(determined as of the first day of the debtor's taxable year in which the case 
commences) of the debtor—  

(1) Net operating loss carryovers.  
The net operating loss carryovers determined under section 172.  

(2) Charitable contributions carryovers.  
The carryover of excess charitable contributions determined under 
section 170(d)(1). 

(3) Recovery of tax benefit items.  
Any amount to which section 111 (relating to recovery of tax benefit 
items) applies.  

(4) Credit carryovers, etc.  
The carryovers of any credit, and all other items which, but for the 
commencement of the case, would be required to be taken into 
account by the debtor with respect to any credit.  

(5) Capital loss carryovers.  
The capital loss carryover determined under section 1212.  

(6) Basis, holding period, and character of assets.  
In the case of any asset acquired (other than by sale or exchange) by 
the estate from the debtor, the basis, holding period, and character it 
had in the hands of the debtor.  
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(7) Method of accounting.  
The method of accounting used by the debtor.  

(8) Other attributes.  
Other tax attributes of the debtor, to the extent provided in 
regulations prescribed by the Secretary as necessary or appropriate to 
carry out the purposes of this section."      [IRC §1398(g)] 

NOTE: the bankruptcy estate only takes the basis of assets actually 
transferred to the estate, even though basis in any and all assets are a tax 
attribute of the debtor. 

The requirement to transfer tax attributes is the primary reason to make the 
election to have two short tax years (discussed below).  Tax attributes are 
not turned over to the bankruptcy estate until the commencement of 
proceedings and are available to the taxpayer who owns them (if MFS and 
only one spouse is bankrupt or the spouses have separate bankruptcies) in 
the first short tax year ending before the bankruptcy commences.   

If tax attributes such as NOL or carryovers exist; and in that first short tax 
year income is reported that would benefit from the use of these tax 
attributes, the short year election might be beneficial.  This can become a 
complicated determination to make, especially if married taxpayers file 
separate bankruptcies at different times. 

Upon the termination of the bankruptcy estate, any tax attributes remaining 
after reduction as part of the estate are returned to the debtor [IRC 
§1398(i)] 

 

Short Tax Year(s) 

The general rule is that an individual debtor filing bankruptcy will retain the 
same tax year (usually the calendar year) as they had without regard to the 
bankruptcy.   

However, when an individual debtor files under either Chapter 7 or Chapter 
11 of the Bankruptcy Act, IRC §1398(d)(2)(A) allows the debtor to "elect to 
treat the debtor's taxable year which includes the commencement date as 2 
taxable years—  
 (i) the first of which ends on the day before the commencement date, and  
 (ii) the second of which begins on the commencement date."  

 

EXAMPLE:  Henry files for bankruptcy under Chapter 7 on May 14, 2012.  
He may elect under IRC §1398(d)(2)(A) to split his 2012 tax year into two 
short tax years, the first short tax year begins on January 1, 2012 and ends 
on May 13, 2012 (the day before bankruptcy).  The second short tax year 
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begins on May 14, 2012 and ends on December 31, 2012.  The 
commencement date is the dividing point and becomes the first day of the 
second short tax year. 

 

"In the case of a married individual ..., the spouse may elect to have the 
debtor's election under subparagraph (A) also apply to the spouse, but 
only if the debtor and the spouse file a joint return for the taxable year..." 
[IRC §1398(d)(2)(B)] 

This election is not available if there are no assets in the bankruptcy estate 
(other than exempt assets, which don't count); which may be the situation 
in many individual Chapter 7 cases. 

This election is only available to individuals.  Partnerships are not considered 
individuals for this purpose.  

NOTE:  Both spouses may file for bankruptcy under Chapter 7 or Chapter 11 
in a separate proceeding and at a different times than each other.  In this 
situation if the spouses each both elect their own short taxable years and 
also join in their spouse's election, a total of three short taxable years might 
exist. 

 

EXAMPLE:  "1) Assume that husband and wife are calendar-year taxpayers, 
that a bankruptcy case involving only the husband commences on March 1, 
2017, and that a bankruptcy case involving only the wife commences on 
October 10, 2017.  

(2) If the husband does not make an election, his taxable year would not be 
affected; i.e., it does not terminate on February 28. If the husband does 
make an election, his first short taxable year would be January 1 through 
February 28; his second short taxable year would begin March 1. The tax 
return for his first short taxable year would be due on June 15. The wife 
could join in the husband's election, but only if they file a joint return for the 
taxable year January 1 through February 28.  

(3) The wife could elect to terminate her taxable year on October 9. If she 
did, and if the husband had not made an election or if the wife had not 
joined in the husband's election, she would have two taxable years in 2017—
the first from January 1 through October 9, and the second from October 10 
through December 31. The tax return for her first short taxable year would 
be due on February 15, 2018. If the husband had not made an election to 
terminate his taxable year on February 28, the husband could join in an 
election by his wife, but only if they file a joint return for the taxable year 
January 1 through October 9. If the husband had made an election but the 
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wife had not joined in the husband's election, the husband could not join in 
an election by the wife to terminate her taxable year on October 9, since 
they could not file a joint return for such year.  

(4) If the wife makes the election relating to her own bankruptcy case, and 
had joined the husband in making an election relating to his case, she would 
have two additional taxable years with respect to her 2017 income and 
deductions—the second short taxable year would be March 1 through 
October 9, and the third short taxable year would be October 10 through 
December 31. The husband could join in the wife's election if they file a joint 
return for the second short taxable year. If the husband joins in the wife's 
election, they could file joint returns for the short taxable year ending 
December 31, but would not be required to do so."  [Regs 301.9100-14T(g),  
year changed]  

 

Making The Election 

The election to have two short years in the calendar year of the 
commencement of the bankruptcy proceeding is made by filing Form 1040 
for the first short year by its due date - the 15th day of the fourth month 
following the close of the tax year.   

On this return, write the notation "Section 1398 Election" in the top margin 
of page 1 of Form 1040.  Currently, this return will not meet electronic filing 
standards and will have to be filed on paper. 

EXAMPLE:  in the example above, the first short period tax return is due 
September 15, 2017 (the 15th day of the fourth month following the end of 
the short year) 

The short period tax returns may be extended using Form 4868; filed on or 
before the due date of the short period return.  A statement must be 
attached to Form 4868.  "The statement must state that the taxpayer elects 
under section 1398(d)(2) to close his or her taxable year as of the day 
before commencement of the case."  [Regs 301.9100-14T(d)] 

"If the taxpayer's spouse elects to close his or her taxable year, the spouse 
must join in the application for extension and in the statement of election.  If 
a joint return is not filed for the first short taxable year, the election of the 
spouse made with the application is void."  [Regs 301.9100-14T(d)] 

Once made, the election is irrevocable. [Regs 301.9100-14T(e)]  If the filing 
deadline is missed and no extension is filed timely, the election cannot be 
made. 
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NOTE: The short tax year election is unlikely to be of value to a taxpayer 
who has no tax attributes to turn over to the Court, or who has no 
transactions during the first short tax year that would benefit from the use 
of any tax attributes that might exist. 

 

Annualizing Income and Deductions 

IRC §1398(d)(2)(F) requires that the rules of IRC §443(b), (c) & (d) for 
short year returns applies and income and deductions must be annualized.  

To annualize income and deductions, divide each amount by the number of 
months in the short year, then multiply the result by 12.  Tax is calculated 
on this annualized net income, and then annualized back to the short year 
by dividing the tax amount by 12 and multiplying that by the number of 
months in the short year. 

EXAMPLE:  Yolanda is single with no children.  She had been self-employed 
running a bakery delivery route for years.  She owned the route and her 
truck and other assets used in the business.  Daily she would acquire baked 
goods at a brand name commercial bakery, and drive a fixed route of 
grocery stores and supermarkets where she would stock the shelves with 
her product, rotate inventory and check for outdated goods.  She was also 
responsible for signing up new sales outlets around her route. 

Times got hard and Yolanda filed for Chapter 7 bankruptcy on August 1, 
2015.  She turned over her non-exempt assets to the trustee, including the 
rights to the delivery route and the truck that she used for her bakery 
deliveries. 

Business has been poor over the past years and she has been selling 
investment holdings to provide funds to make ends meet.  As of the end of 
2016 she had sold all her investments, and her 2016 individual income tax 
return reflected $10,000 net operating loss carryforward to 2017, after her 
election to carryforward only (taxable income in her prior two years was 
insignificant). 

On August 2, 2017, she took a job as baked goods manager paying $4,000 
per month at one of the supermarkets that used to be on her route. 

For the 7 months ended July 31, 2017, Yolanda had the following total 
income:  

 

Source Short Year 
Amount

Annualized 
Amount

net income from self-
employment: 14,000 $ 24,000

(14,000 ÷ 7 x 12)
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wages from new job 0 0
NOL Carryforward --  10,000
1/2 ACTUAL SE tax --   89
Standard deduction    6,300
Personal exemption    4,000
Taxable Income: --  2,711
Tax   271

Annualized Tax $158.08
(271 ÷ 12 x 7)

 

For the second short tax year:  
 

Source Short Year 
Amount

Annualized 
Amount

net income from self-
employment: 

wages from new job $20,000 $ 48,000
(20,000 ÷ 5 x 12)

long term capital gain 0
Less Loss Carryover 0
ACTUAL 1/2 SE tax 0
Standard deduction $  6,300
Personal exemption $  4,000
Taxable Income: $ 37,700
Tax $  5,225

Annualized Tax $2,177.08
(5,225 ÷ 12 x 5) 

Her total income tax for the two short years is $2,335.16.  Self-employment 
tax ($1,978) is not annualized and must be added.  SE tax will not change 
based on the short year election. 

Had any NOL carryforward remained at the end of the first short year it 
would not available in the second short year because it is transferred to the 
trustee when the proceedings commenced. 

If Yolanda had not made the short-year election and instead filed a single 
return for the entire year 2015, she would not have been able to use the 
$10,000 NOL carryforward from 2014 because it would have been 
transferred to the trustee, and instead she would have taxable income of 
$22,711 and her total tax for 2015 would be $2,948, $612.84 additional. 

NOTE: The election is not available if not made timely, so in this example, 
Yolanda must have known or been advised to make the election by filing the 
first short period tax return (or an extension with appropriate attachment) 
by November 15, 2017 (15th day of the 4th month following the July 31, 
2017 short year-end). 

 


