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n Mov. 28, 2011, the 1.5,
OSuprcm: Court heard oral argu-
ment in Hall v. Unired Siares
with regard o the following issue:
After u post-petition sale of a
family farm, may the capital
gains tix created be treated as an
administrative expense in a chap-
ter |2 recrganization plan?

Background

After filing for chap-
ter 12 relief, the peti-
tioners, Lynwood
and Brenda Hall,
so0ld their family
farm with bankrupt-
oy trustee consent
and court approv-
al for 3960.000.
Proceeds generated
from the sule were
designated for creditors of the bank-
ruptcy estate, The capital-gains tax gen-
erated was 529,000, Following the sale.
the petitioners filed their bankruptcy
plan, which classified the capital-gains
tax as an admimistrative expense o be
treated as an unsecured claim, The capi-
tal-gains tax would be paid pro rata with
any unpaid balance discharged under 11
US.C. § 1222(a)(2MA).

The Internal Revenue Service (TRS)
objecied based on 26 US.C. § 1399 and
took the position that & post-petition cap-
ital-gnins tax was nol an edministrative
claim purspant to 11 U.S.C. 88 507 (a2}
and 3{03(h) becanse it was the petition-
ers’ individoal obligation. The IS
asserted that the chapter |2 estate cannol
incut the tax under 26 11,5,C, § 1309 a5
“no separate taxable entity™ is created.?
Therefare, the capital-gains tax was not
an administrative expense capable of
being discharged in chapter 12,

In In re Hall, the 1.5, Bankruptcy
Court for District of Arizonga con-
cluded that uwsing a plain-meaning
ppproach that § 1222(a)(2){A) applied
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sclely to pre-petition taxes accorded
priority status under § 507, Crilical
toits determination was the posi-
petition timing of the sale, The court
noted thar chapter 12 is relief afforded
tes Canily farimers with regular income
and iz modeled after chapter 13, It
concluded that only those claims that
are entitled to priority under § 507
and fall under § 1222000023 A) may
be treated as an unsecured claim not
entitled to priority treatiment, These
were post-petition taxes and did not
qualify under § 50TCa)8h The court
held that & S07(ap 2y precluded treat-
ing the tax as an administrative claim
because the chapter 12 estate cannot
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1399 and cannot incur a tex. The court
was unpersuaded by the reasoning found
in Knudsen. Notably, the Ninth Cireuir
drew the analopy that “just because all
apples are fruits does nol mean thit all
fruits are apples, Likewise, although
all taxes ‘incurred by the estate’ are
‘incurred post-petition,” not all taxes
‘incurred post-petition” are ‘incuired by
the estite.”™™ Holding that the “fext is the
law,™ the Ninth Circuit reversed.

The Ninth Circuit included a dis-
sent that dircussed congressional intent
to help family farmers clearly reflected
in legislative history and the addition
of § 1222(2)023(A) to the Code. Judge
Eichard A. Pace appeared persuaded
by Knedsen and similar decisions," He
nated that those decisions honor congres-
sional intent and “avoid an unwarranied
circuit split.™"" The issue is now before
the U5, Supreme Court, ™

incur taxes under § 1399 inasmuch as
there is no separate taxahle entity.”

On appeal, the district count” fol-
lowed a line of cases that permitted
family farmers io treat post-petition tax
beoth as a liability of the estate and fully
dischargeable,” The court considered
legizlative history that demonstrated
thiat Congress infended to provide addi-
tional relief tw the family farmer by add-
ing § 1222(aM2)(A) to the Bankrupicy
Code, The decision includes an interest-
ing discussion as to statutory ambiguity
ard drafting and the interplay between
the Internal Revenue Code (IRC) and the
Code, The court held that the TRC miose
b read in the context of the goals of the
Code in affording relief w family farm-
ers. The district court reversed.”

On appeal to the Ninth Circuit Coun
of Appeals, the Minth Cireuit concluded
that the chapter 12 estate wias not a tax-
able entity under 26 UL5.C. §% 1398 and
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Argument: Family Farmer
(Petitioners)

Four main points are made and
refined, namely that {1) § 1222(a{2KA)
applics to post-petition taxes, (2) leg-
izlative history supports the applica-
tion of § 1222(a)(Z){A) to post-petition
tarm sales, {3} post-petition taxes have
administrative-cxpense priority hecanse
the Code and not the IRC controls hank-
ruptcy and (4) proceeds of post-petition
sales benefit bankrupioy estates,"”

The petitioners reasserted their argu-
ment that the capital gains tax created
from a family farm sale is a § 503(b)
administrative-expense claim and has
priority under § 507, They further
explained that § 1222(a)(2)(A) excepis
such tax from priority. They argued that
the Minth Circuit's adverse decision
impacts family farmers by requiring a
sale of Tarm assels many months before
bankruptcy, withoul court supervision,
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For & 507(a)(8) to apply. They argued
that the Minth Circuit’s interpretation
resulis in hardship for family farmers and
leads to an illogical result,™

The petitioners noted the legis-
lative history behind the addition of
B 1222{(a)( 23 A) for the creation of an
exception favoring family farmers and
enabling post-petition sales of farm
assets, confirmation of plans and the
discharge of taxes created as a result
of sales, The petitioners argue that the
Minth Circuit’s position gives the [R5
“veto power” over family farmer reora-
nization when downsizing is necessary,
but that taxes created Mrom the sale of
farm assets may be sizeable,'

The petitioners argued that under
the Ninth Circuit’s interpretation, the
relevant Code provisions are “wind-
ing rather than strictly constructed.”
If Congress intended only pre-petition
faxes to be excepted by § 12220a)(2WA),
the petitioners argued, it would have
only referred to § 307(a)(8) claims and
not generally referred to “all priority
claims.” The petitioners alzo referred
to United States v. Noland" where the
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IRS filed a tax cloim ncluding penalties
that occurred after the bankmpicy filing
bt before conversion 1o chapter 7. The
petitioners contended that the Supreme
Court had decided that post-petition tax
penalties were entitled to administrative-
expense priority, The petitioners also
cited o a number of authorities for the
proposition that taxes are incurred by
g bankruptcy estate."” The petitioners
further highlighted to the Court that the
principal sponsor of the legislation, Sen.
Chuck Grassley (R-lowa), advocated
for years for capital-gains tax reform in
chapter 12 cases.

They sdvocated that the IRC deals
with the assessment of taxes while the
Code deals with the payment of claims
for taxes assessed as a result of the sale
of bankruptcy estate assets. The estate
benefits from their sale and, therefore,
it makes sense for the bankruptey
estate to pay the taxes. Permitting the
discharge of these taxes furthers the
goals of the Code.

Argument: IRS (Respondents)

The argument of the IRS centers on
o main points: specifically, (17 a chap-
ter 12 plan s limdted to pre-petition cladns
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only and (2} posi-petition income taxes
are nof administrative expenses becauge
they cannod be incurred by a chapter 12
estate. Referring to § 1227(a), the IRS
argues that a chapter 12 plan is limited
Lo pre-petition debts, The IRS noted that
in chapier 12 practice, the payment of
income taxes is included in the analysis
of determining the debtor’s disposable
income for payment fo creditors through
a reorganization plan but is not addressed
in the plan. The RS further asserts that
the modeling between chapters 12 and
13 further supports its position in as
much as § 1303 expressly provides that
post-petition tax claims are treated as pre-
petition claims. If post-petition tx claims
were antomatically treated as pre-petition
claims in chapter 12, the Code would
reflect as much. '™

The IRS further argued that even if
post-petition administrative expenses
are contemplated, the chapter 12 estate
cannot incur the tax because the filing of
the case does not create a s te fax-
able entity” under 26 U.5.C. 88 1398 and
1399, The IRS provides citation to the
IR Mamal on various points.'™
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The IES distinguished Noland
aon the basis that the case involved
employment taxes and not income
taxes, The IRS further distinguished
Noland in as much as 1t concerned
a chapter 11 debtar. Chapter 7 and
11 debtors are responsible for post-
petition taxes and filing of returns
even though they are not a separate
taxable entity pursuant to 26 U.5.C.
&% 6012(b)(3) and 6151(a). The IRS
countered the petitioners” arguoment
by stating that Sen. Grassley's com-
ments and the legislative history do
nol specifically address this particular
izsue, nor does § 1222(a) technically
accomplizh the result.

Amici Curiae Briefs
Supporting Family Farmers

Twa amici curiae briefs were suh-
mitted in support of the Pefitioners, The
first brief was submitted by three profes-
sors with significant expertise in agricul-
ture, bankruptey and tax law.™ The amici
hegan with:

If the only tool you have is a

hammer, you tend Lo see every

problem as a nail.”!
The professors proceed to analogize
the IRC to the “hammer” referenced,
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The amici take issue with the Code
being addressed through the “lens of
the TRC.™

ti5 clear that protecting the family
farmer was important o Congress.
On the other hand, the RS's
position, namely that although
Gongress wanted to protect famiy
farmers, they simply may have not
thrafted it quite right, has credence
giien the role of the respective
branches of govermment

In addition to supporting the argu-
ments of the petitioners, the significance
of the amici 15 115 emphasis on the real-
life examples of the problems Taced by
family farmers.” The amici included
five stories of real farming Tamilies Q-
ing significant personal, agricultural amd
global economic adversity. The brief
provided statistics, including noting
that 2,682 chapter 12 cases have been
filzd since the enactment of Bankruptcy
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Abuse Prevention and Consumer
Frotection Act of 2005 (BAPCPA),
The amici also asserted that the Ninth
Circuit’s decision can extend to any
governmental claim of any govern-
mental unit incloding but not limited to
povernment claims associated with the
Farm Service Agency (F5A) in which
family farmers participate extensively,
which is problematic. The second amici
curige brief was submitted by counsel
for another family farmer who is seck-
ing review by the Supreme Court of the
identical issue.™

Transcript of Oral Argument o
the Supreme Courf”

The questions asked by the justices
inelwde—but are not limited to—wheth-
er the legislature actually included lan-
guage technically sufficient (o accom-
plish the intent to afford relief 1o the
Family Farmer. Inguiry is made relative (o
the payment of taxes by the debtor with
estate assets and the effect and scope of
the bankrupicy discharge,

Information is also sought relative o
the length of typical chapter 12 and 13
cases. AL least one justice noted that his
understanding is that these cases do not
span two to three vears. The petitioner
noted that the instant case was filed in
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2005. Concern is expressed regarding
the ability of family farmers to confirm a
chapter 12 plan,

Another set of critical issues raised
by the Court concerns the estate's sta-
[us as a separate taxable entity and its
ability to incur taxes, The petitioner
raised the difference between a taxable
entity as defined by the IRC and the
bankruptcy estate as conceplualized by
the Code. The petitioner noted nuances
between the varous bankrupicy chap-
ters relative 1o assels constitufing prop-
erty of the estate and identifies differ-
ences in case processes depending on
the chapier filed,

The IES was also asked a variety
of questions by the justices. One of
the points made by the IES is that the

£29,000 capital gains tax in Hal! could
be set aside from the $960,000 sale. The
Court noted the broader implications
of the case where funding and confir-
mation issues exist due o the tax, The
Court noted that the exception codified
in & 1222{a)2) has linle practical benefit
for family farmers if constroed consis-
tently with the IRS position,

The IRS conceded that Sem.
Grazzley's comments indicate the
intent to protect the family farmer,
but the drafting does not permit that
result, The IRS also detailed the revi-
sions over time to the Code and how
those amendments and changes are
important o consider in understand-
ing legislative intent,

Final Thoughts

After reviewing all of the pleadings,
briefs and the transcript of oral argu-
ment, it will be interesting to read the
ultimate analysis. It will be instructive
not just in chapler 12 cases, but in the
way the decision may reflect the think-
ing of the Court on very fundamental
issues of strict construction vs. balanc-
ing the broader considerations evident in
practice, in the record and in legislative
history and comment. It is clear thal pro-
tecting the family farmer was important
to Congress, On the other hand, the TRS s
position, namely that although Congress
wanted to protect family farmers, they
simply may have not drafted it quite
right, has credence given the role of the
respective branches of government. Wl



