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/s/ Richard G. Andrews
ANDREWS, UNITED STATES DISTRICT JUDGE:

This appeal presents an issue of bankruptcy law that does not appear to have been
decided by any appellate courthe issue is how to treat the “straddle year” for federal income
tax under theurrentBankruptcy Code. The Bankruptcy Courtedithat the straddle year
should be bifurcatemhto pre and pospetition period; that income tax obligations must be
allocated between those two periods; and that income taxes resulting from fioe-peénts
during the straddle year are accorded geénarsecured treatment, while income taxes resulting
from postpetition events in that same straddle year are granted administrative priotietrea

The issue arises because the corporate del#tffirmative Insurance Holdings, Inc. and
certain affiliates (“Debtors”)filed for bankruptcy in October 2013 heirtax year ended on
December 3%, and, in due course, basedtha Debtors’ tax filing for 2015, the IRfled an
administrative expengaiority claim inthe bankruptcycasedor approximately$850,000 of
taxes, penalties, and interest. It appears that the tax events that gave risaxtolthgations
occurred pre-petition. Thus, the Bankruptcy Court’s determination rtresirthe IRS’s claim
would be treated as a genemakecuredalaim, with a low probability of any significant
distribution from the estate.

The United States, on behalf of tHeS, has appealed ti@rder (B.D.I. 8113
implementing the accompanying Opinidn,re Affirmative Insurance Holdingic., 607 B.R.

175 (Bankr. D. Del. 2019)The United States challenges the Bankruptcy Court’s conclusion that

a claim for corporate income taxes for the straddle igeamly entitled to administrative priority

! The docket of the Chapter 11 cases, captitmed Affirmative Insurance Holdingslo. 15-
12136 (CSS) (Bankr. D. Del.), is cited herein as “B.D.I. __.” The Appendix (D.l. 9) filed in
support of Appellant’s opening brief (D.l. 7) is cited herein as “A__.”



to the extent it is attributable to pgstition income. For the reasons set forth belbagree
with the United States, and | will reverse Order
l. BACKGROUND

Prior tofiling for bankruptcy, the Debtors had sold or otherwise disposed of substantially
all of their material assets. (A0490n October 14, 201%'Petition Date”) the Debtors each
filed a voluntary petition for relief under Chapter Ihe Bankruptcy Courtater entered an
order converting the Debtors’ cases to cases under Chapter 7 (B.D.ai33tereafter
Trustee was appointed (B.D.l. 338).

On September 14, 2016, Ties filed the Debtors’ consolidated federal tax return for the
2015 calendar year. (A023, A050). The Debtors’ full year consolidated taxahteeineas
realized principally from the pspetition activities (A023-24). Based otheirtaxable income,
the consolidated Debtors had # fax yearobligation of $792,113, plus an estimated penalty of
$14,341. (A024). he IRS filed a timely administrative expense claim for taxes for the tax year
ending 2015. (A050). Subsequentlye IRS filed an amended administrative expense claim
that amended and supersededattiginal claim. (A018). The IRS Claim is comprised of the
following amounts: (i) $792,113.00 (tax due), (ii) $18,566 (interest due), and (iii) $46,025.52
(penalty due). I¢l.) Trustee filed the Claim Objection (B.D.l. 762) seeking entry of an order
disallowing administrative expense priority for the IRS Claim and reclassifyengritirety of
the IRS Claim as a general unsecured claim. (A1 The Bankruptcy Court heldab
argument, and thereaftesued a comprehensi@pinionthatsustained Trustee’s objection in

part



The Bankruptcy Court’s analysis speaks for itself, but | think it could fairly be sdmm
up as: Praé8APCPA? the Third Circuit held that suclraddletax years must be bifurcated into
(at the time) priority and unsecured claimething in the plain meaning of the statutere
legislative historyof BAPCPAwould justify departing from this approach; and adstnaitive
priority should be applied only to obligations resulting in or arising from a benefit receteed af
the bankruptcy estate came into existence, “unless Congressgeaficinstructions
otherwise. Affirmative 607 B.R. at 188. Applying the bifurcated approach to the issue, the
Bankruptcy Court held “that prgetition events that incur tax liability duringtraddleTax
Years are afforded general unsecured status whereaspptistn events that incur tax liability
during those same taddleTax Years are afforded administrative priority..” Id. The Order
thus sustained the Claim Objection in part and granted the United States ninety daysitdsame
claim andspecify whether any of the IRS Claimalocableto post-petition events.

On October 28, 201%he United States filed notice of intent not to amend the IRS
Claim, along withits notice of appeal(B.D.I. 812, 813). The appeal is fully briefe@.I. 7, 9,

10, 19. | heard video oral argument on June 25, 2020. (D.l. 14).
I. JURISDICTION AND STANDARD OF REVIEW

The Court has jurisdiction as the appeal is from a final orf8ee28 U.S.C. § 158(a)(1).

In ruling onthe Claim Objectionthe Bankruptcy Court conclusively determined the legal
guestion that is the subject of this appdabranted the bited Statesinety daygo amend its
claim. An order resolving a preliminary issue as to priority, but not deciding which portion of
theclaim is actually entitled to prioritys not a final orderSee In re Natale295 F.3d 375 (3d

Cir. 2002). The UnitedStates filed a notice of intent not to amend its claims. (B.D.l. 812). That

2 TheBankruptcy Abuse Prevention and Consumer Protection Act of 2005.

4



noticerendered the Order final and appealal@ee Frederico v. Home Depb07 F.3d 188,
192-93 (3d Cir. 2007).

The sole issue on appeakisegalone. This Court’s review igle novo.
[I. PARTIES’ CONTENTIONS

The United States contends on appeal that the Bankruptcy Court reached the wrong result
becausainder applicable non-bankruptcy lawhe Internal Revenue Co@#RC”) —a
corporation’s entire annual income tax accrues on the last day of the tax year. afi.).
Because a corporation has only a single tax liability for a tax year, the extiseitecurred by
the estatedbn that day. $ee idat 45). The United States argues that the Bankruptcy Court
erred inits failure toconsiderthe language dhelRC in its determination of when federal
income tax is incurred(See id at 610). The United Statdartherargues that both the
Bankruptcy Code and tHRC distinguish income taxes from the sortrainsactionor event
based taxes which were the subject of cases relied on by the Bankruptcy Gaiitl.at 10
15). The United States further argues BAPCPAclarified that a tax year cannot be
bifurcated Finally, the Unitel States argues that the legislathistory of § 503 demonstrates
that income taxes are incurred at the end of the tax year.

According toTrustee the Bankruptcy Court reached the correct result in holding that
income tax is incurred daily, based on each day’s events and transactions, and thayezssiggle
tax liability must be apportioned between pre-petition and post-petition days, events, and
transactions. Under this viewrustee arguesny portion of the tax traceable to events or
transactions prior to the Petiti Date, when no estaget existed, was not “incurred by the
estate.” Moreover, since the tax period did not end prior to the filing of the bankruptcy petition,

the tax incurred in the pre-petition portion of the straddle year is not entitled to pstatitg



either, but rather is only a general unsecured claim, notwithstanding the policy of giving
preferential treatment to taxes the government has not had a reasonable tiregstorassllect.
Trustee argues that a proper analgéithe issue begins and ends with the plaganingof the
“operative statuteswhich he contends are 88 503(b)(1)(B)(i) and 507(a)(8)(A), without
referenceo thelRC. (D.I. 10 at 7). According tdrustee the distinctions between income taxes
and other types of xas are irrelevant and the determination can be made basegelstatutes’
plain meaning. Ifl. at 10-12). Suchanalysis, Trustee argues,alsoconsistent with the Third
Circuit's decision inGrossman’s- a decision not mentioned in the Opinion — which held that
state labelgand,by extensiorhere, federal labelshould not serve as the sole basis to determine
when a claim in bankruptcy arisedd.(at 16 (citingin re Grossman’s, Inc§07 F.3d 114, 120-
21 (3d Cir. 2010)) Trustee argues th@&rossman’smandates that the IRS Claime(, the right
to the payment of taxes on income earnedpetéion) accrued when the income was earned
(i.e., at the time of theakable event such as the {pretitionsale of asse}sand that any other
holding would undermine Third Circuit lawId()
V. ANALYSIS

Whether the federal income taxes thefull straddle year were “incurred by the estate”
is the central issue on appeal. The United States urgdgkehatswer turns on whether the
Bankruptcy Court was required to look to the underlying substatatidaw to determine when
the taxaccrued Trustee urges thaté answeturns entirely on when individual transactions or
events occurred pre-petition or pospetition— requiring thgore BAPCPA bifurcated approach
adopted by some courts. Based on the plain meaning of the dtatyiegwith the United

States.



A. Administrative Expense Priority

The Code sets out ten priorities of expensesuasecured claims against an estdie.
U.S.C. 8§ 507(a). Section 507(a)(2) gives second priority to “administrative expensesiall
under section 503(b).” 11 U.S.C. 8§ 507(a)(Zx warrant administrative priority, trstraddle
year taxesnust satisfy § 503(b)(1)(B), which provides in relevant part:

(b) After notice and a hearing, there shall be allowed administrative expetissthan
claims allowed under section 502(f) of this title, including —

(2)(B) any tax-

() incurred by the estatewhether secured or unsecured, including

property taxes for which liability is in rem, in personam, or bexicept a

tax of a kind specified in section 507(a)(8}) this title; or

(i) attributable to an excessive allowance of a tentative carryback

adjugment that the estate received, whether the taxable year to which such

adjustment relates ended before or after the commencement of the case; ...
11 U.S.C. 8 503(b)(1)(B) (emphasis added). Thus, all taxesrred by the estate” are
administrative expensestitled tosecond priority under 8§ 507(a)(2) with the exception only of
the kind of taxes specified as eighth priority under 8§ 507(a)@)Logically, thenSection
503(b)(1)(B)(i)may requireconsideration of two issues:irst, were the taxeSncurred by the
estat&é? Secondyerethetaxesentitled to priority under § 507(a)(8\ith respect to the
secondssue the parties agree with the Bankruptcy Court that the IRS Claim does not relate to

the kind of taxes specified in § 507(a)(8peé€D.l. 7 at 7; D.I. 10 at 9 n.9). kéther the taxes

were “incurred by the estat& the sole issue on appeil.

3 The Bankruptcy Coustatedthat the United States bears the burden of demonstrating that its
claim is an “actual, necessary” expense of preserving the debtor's &tatéffirmative607

B.R. at 180. As the United States correctly points out (D.l. 7 attZ9)actual, necessary”
language is irg 503(b)(1)(A) not8 503(b)(1)(B) Thus, I do not think it is part of what the
United States has to show.



B. Statute’s Plain Meaning Under Hall v. United States

The Bankruptcy Code does not define “incurred.” However, “incur” has a plain meaning
—to “become liable” for.Hall v. United Statess66 U.S. 506, 508, 511-12 (2012all
considered the issue whether a federal income tax liability was dischargeabieChapter 12
case The Supreme Court noted that “resolution of this casi&e-this appeal “turns on the
meaning of a phrase in 8 503(b) of the Bankruptcy Cauirred by the estate.”ld. at511.
The issuen Hall waswhowas responsible for certain tax liabilitteghe individual debtors or
thebankruptcy estate — and the CourHiall did not consider the issue whentaxes are
incurred by the estatdd. at 512-13.However, the Suprem@ourt held, “The phraséncurred

by the estatebears a plain and natural readindgd. at 511. Namely,to “incur’ one must

‘suffer or bring on oneself (a liability or expense)ld. at 511-12 (quoting Black’s Law
Dictionary 836 (8 ed. 2009))see also In re Dawe$52 F.3d 1236, 1239-40 (1Cir. 2011)
(“one who has ‘incurred’ an expense is liable for it.Thus, “[a] tax ‘incurred by the estate’ is a
tax for which the estate itselfligble.” Hall, 566 U.S. at 51femphasis added)

While Hall is distinguishablen its facts* the Supreme Court’s holdingat “[t]he phrase
‘incurred by the estate’ bears a plain and natural reading” remains instrusbe parties,
howeverasserthatthe plain and natural reading of 8 503¢kj forth inHall supports theicase
The United States argues that a determination of when a tax is “incurred by thedegiahds
on when the estate “become[s] liable” for the tax, which, the United Statessang accordance

with theunderlying substantiviaw, cannot occuuntil thelast dayof the Debtors’ tax yearThe

United Statesherefore espousesfixed liability” interpretation ofHall. Conversely Trustee

4 TheBankruptcy Court distinguisheddall on the grounds that it expressly nottsat
corporate debtors were treated elifintly and that the holding was limited to Chapter 12 cases as
the bankruptcy code is applied on a chaptechgpter basis.’Affirmative 607 B.R. at 188.
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argues that, consistent wittall’'s explanation, each time a taxable event occurs, the taxpayer
“becomes liable” for any tax obligation that may arise as a result thenebit, matters not that
the liability may be contingent, disputed, or unliquidated. (D.l. 10 at 9-10).

C. Underlying Substantive Tax Law DeterminesWhen a Tax Is Incurred

The Bankruptcy Court noted at the outset of its analysis th#t§dpw determines the
date that a tax is incurred Affirmativeg 607 B.R. at 182-8&iting Columbia Gas37 F.3d at
984). This statement is accurate when the tax at issue is a stateh&@X.hifd Circuit’s
statement ilColumbia Gasvas “The determination of whensdatetax is incurred is governed
by statelaw.” Coumbia Gas 37 F.3d at 984emphasis @ded) It follows that the
determination of when a federal tax is incurred is governed by federal law.

The United States argues thamder thdRC, a federal income tax does not become a
fixed liability until the last dayf the applicable tax periodS¢eD.l. 7 at 8-1(Q(citing In re Earl
Gaudio & Son, Ing 2017 WL 377918, at *3-4 (Bankr. C.D. lll. Jan. 25, 20&) is calculated
“at the end of a tax period, when all taxable events occurring during the period and when all
deductions and credits ... to offset otherwise payable taxes are KnoWahverselyTrustee
urgesmeto rely on the dictionary definition of “accrue” ]6 accumulate periodically; to
increase over a period of time(SeeD.I. 10 at 13 (citing Black’s Law Dictionary (1d.

2019). According to Trustee, that definitionathough not relied upon by the Bankruptcy
Coutt —"“is in line with the (correct) view that under the Bankruptcy Code, corporate income
taxes accrue and thus are ‘incurred’ — on a daily basis as events giving rise to tax liability
occur.” (d. at14). Trusteasserts thahis construction of 8 5@B) is also consistent with
federal bankruptcy law “in determining when a claim arises for bankruptcy purpolksseé

alsoD.l. 10 at 14-17). Trustee argues that the approach advocated by the United States would



resurrecFrenville, which held that a claim under the Bankruptcy Cadgses when the
underlying state law cause of action accruéd. ag16 n.13(citing In re Frenville Co, 744 F.2d
332, 337 (3d Cir. 1984))After much criticism, the Third Circuit overturned its decision in
Frenville and adopted a view similar to thadtits sister courtsGrossman’s607 F.3d at 120-21
(determining that a “claim” arises when an individual is exposed pre-petition to a pooduct
other conduct giving rise to an injury, which underlies a “right to payment” under the
Bankruptcy Code “As a result,” Trustee argues, “state (or federal) labels should et agr
the sole basis to determine when a claim in bankruptcy ariged.”10at 16n.13. “Using the
proper analysis of a bankruptcy claim, and consistent with the analysiardssman’s
mandatesthe IRS Claimi(e., the right of payment of taxes on income earnedgptiion)
accrued when the income was earhgdd.)

As one ommentatohas noted, “The first test for administrative priortwhether a
claim for taxes on income earned {ptition in the year of bankruptcy could be considered

‘incurred by the estdte presents a clash between tax policy and bankruptcy pdlicy.”

5 Gregory L. GermainTaxing Income in the Year of Bankruptcy Under BAPCRAJan. Ad.
BANKR. INST. J. 14 (2005). As Professor Germain explained:

As a matter of taypolicy, income is taxed on the basis of an annual system.

Because a taxpaysiliability for annual taxes cannot be determined until the year

is complete, the governmesttlam for taxes on both pre-petition and post-
petition income earned in the yesrbankruptcy could not arise for tax purposes
until the end of the tax year -at the earliestBecause the debtartax year will
always end on or after the date of the bankruptcy petition, the detardiability
for the year of bankruptcy would arise under the tax rulespmigton.

On the other hand, bankruptcy policies require treating the pre-petition portion of

the debtor’s tax liability for the year of bankruptcyaasrepetition claim. The
Bankruptcy Code broadly defines a “claim” to include unliquidated, contingent
andunmatured obligations. According to the legislative history, Congress
intended this language to be interpreted in the broadest possiblé/\ing.
applicable non-bankruptcy law determindsethera claimant has a substantive

10



Administrative priority turns on whether and when the tax at issue was “incurred e&state” —

not whether and when a governmental unit’s tax claim arose. The Third Circuit hasezkplai
that this determination is based on the underlying substantiV@wax he Bankruptcy Court
neithermentionedGrossman’shor imporedthe bankruptcy claim analysis espoused by Trustee,
andl see no reason to do so either. As the United States notegb$(5IB)(i) is expansive, as

it applies td'any tax,” which includesncome taxesgmployment taxes, excise taxes, and
property taxes. Under substantive tax law, each type of tax is “incurred” ag¢rwtifpoint: (1)
federal income taxes are “incurred” at the end of the tax year; (2) employment takesiaed

when wages are paid; and (3) excise taxes are incurred at the time of &h Ewpatting the

right to paymentwhena claim arise$or bankruptcy purposes is a question of
federal bankruptcy law ...

Id. at 14 (footnotes omitted).

6 The United States argues appeal that income taxes are fundamentally different from other
taxes which accrue upon the occurrence of certain transactions or events aaltygaeer

reported on periodid.g. quarterly) returns, such as employment and excise taxes, and that the
case cited by the Bankruptcy Court ignored this distinction. (D.l. 7 at 10-15).

For example, théRC imposes a 7.65% tax on every individual’'s income from
employment and a 7.65% tax on employers on wages paid. IRC 88 3101 and 3111. While an
employer is only required to report these taxes on quarterly or annual returns, Tge&s. Re
31.6011(a)-1, the taxes are incurred every time wages are paid, not when the tax period ends.
Treas. Reg. 88 31.3101-3, 31.311%&e alsdRC § 4051 (imposing excise tax on each sale of a
heavy vehicle, reported on a quarterly return). Similarly, the Bankruptcy Codaimethe
distinction between income taxes which accrue at the end of the year, and taxes whielasc
taxable transactions or events occur. As the United States points out, 8 507 @i(&¢A
priority to “a tax on or measured by income or grossipéstor a taxable year ending on or
before the [petition date} for which a return, if required, is last due [within three years of the
petition date].” By contrast, 8 507(a)(8)(D) gives priority to “an employmentriex wage,
salary, or commission ... earned from the debtor before the [petition datbpther or not
actually paid before such date, for which a return is last due ... after three yeanrs {befo
petition date],” and 8 507(a)(8)(E) gives priority to “an excise tax @ha-transaction oagring
before the [petition date] for which a return, if required, is last due ...tafes years [before
the petition date] ...” Section 507 thus gives priority to income taxes based on whether the
applicable year ends ppetition, regardless of when taxable events occur but gives priority to
employment and excise taxes based on whether taxable events occur prepetition, even if the
taxable period ends post-petition.

11



traditional bankruptcy claims analysis won’t work for purposes of 5083 (B)(i), as
identifyingwhen the action which underlies a “right to paymedurredwill not necessarily
comport with a determination of when the tax “accrues and becomes a fixetyliatili
accordance with the relevant substantive tax law.

In line with the result of many pre- and post-BAPCPA cases, including the Third
Circuit's decision inColumbia Gasl| conclude that angleterminatiorof whether and when a
particulartax was incurred by the estate must be made based on the underlying substantive tax
law. See Dawes652 F.3dat 1239-40 (holding that courts must look to tax law in determining
whether a tax has been incurred because “when the [Bankruptcy Clode hasn’t toldwisather
our attention is rightly turned to the underlying tax law to see who owes what.”)

D. A Tax Is Incurred When it Accrues and Becomes a Fixed Liability

The parties and the Third Circuit agree that a taxpayebie for a tax when the tax
accrues See Columbia Ga87 F.3d at 985 (“tax liability is generally ‘incurred on the date it
accruesnot an the date of assessment or the date on which it is payable”) (citation omied)

the Bankruptcy Court noted, “most courts considering the issue have found that a tax is incurred

Cases conceimng transactiorbased taxesust be distinguished. For example, botihe
Goody’s LLG 508 B.R. 891 (Bankr. D. Del. 2014) and the Bemkruptcy Code cada re
Conn. Motor Lines In¢ 336 F.2d 96 (3d Cir. 1964) dealt with employment taxes opegiigen
wages that came due pgmtition— not income taxes. Unlike income taxéderal tax law
provides that employment taxes accrue as wages are paid. The Bankruptcy Codea=taigni
by treating taxes on wages earned peétion as preetition claims regardless of when the
applicable tax period ends$.agree thathe disinction between income taxes and other taxes
which accrue upon the occurrence of certain transactions or events is recagbizdthe
Bankruptcy Code and IRC and further supports the viewatdatermination of when a tax
accrues and becomes a fixed liability must be made in accordance with applicable tax law.

” As the United States correctly points out, the date a federal income tax accrties a
assessment date are not the same. Assessment usually follows the filing etarteseveral
months after the end of the tax year. Assessment is the determiofdiebility and the
administrative act that allows collection when payment is not m&dee.g, IRC 8§ 6201(a)(1);
Bull v. United State295 U.S. 247, 259-60 (1935).

12



when it accrues and becomes a fixed liabilitiffirmative 607 B.R. at 182 (footnote omitted).
TheThird Circuit's Columbia Gaslecision addressdle precise language at isswere. There,
the Third Circuit considered property taxes owing under West Virginiatamoted that
“[w]hether or not Columbia Gas is entitled to administrative expense prioritiidquroperty
taxes depends on which date it ‘incurred’ the property taxes under section 503(b)(1)(B).”
Columbia Gas37 F.3d at 984TheThird Circuitnoted
Whether a tax has been ‘incurred by the estate’ is not always easy to determine.
The time of assessment or payment may not be eqoival¢he time the tax is
incurred for the purpose of establishing priority under section 503(b)(1)(B).
Rather, the significant fact may be the date the tax accrues
Id. (quoting 3 @LLIER ON BANKRUPTCY § 503.04 at 503-34 (1'%d. 1994)).While “[t]he
Bankruptcy Code did not precisely define when a property tax obligatiorcurred.... [t] he
determination of when a state tax is incurred is governed by state Gaduinbia Gas37 F.3d
at 984 (citingButner v. United Stated40 U.S. 48, 55 (1979))l'herefore;[t] he personal
property tax obligation in this matter is governed by West Wiagiaw.” Id.

West Virginia law required certain businesses to file a return on May 1 of each year
based on the value of all property owned in the state the preceding December 31. The state
would then assess the tax by the following October. The debtor filed a return by May 1, 1991
and filed for bankruptcy on July 31, 1991. The state assessed the tax several months later. The
guestion before the Court was whether a tax based on property owned pre-petition, bedtl asses
post-petition, was “incurred e estate.” The Third Circuit framed the issue as follows:

If the property taxes were “incurred by the estate” of Columbia Gas on September
15, 1991, the date of the tentative assessment, the property taxes must be given
priority as an administrativexpense under section 503. If, however, before
Columbia Gas filed its bankruptcy petition the property taxes were incurred in

1990, the period covered by its May 1, 1991 tax return, the property taxes would
not be entitled to administrative priority under section 503(b)(1)(B).

13



Id. at 984. The Third Circuit held that since a tax is incurred when it accrues, the tueat#s
incurred pre-petition. “The taxes were incurred on the date that the property med oy
Columbia Gas as indicated in its May1991 tax return covering the year ended December 31,
1990 ... The ownership of the property in 1990, the event giving rise to the property tax ...
occurred before the petition for bankruptcy had been filed. Based on West Virginia law, we
conclude that the property taxes were incurred pre-petition, even though the amount of tax had
not yet been determinedld. at 986. The Third Circuit noted, “It would not have affected the
tax liability of Columbia Gas under West Virginia law if its property in WestMieghad been
sold or destroyed after the ownership of the property in 1990 had fixed liabltity. The tax
therefore was incurred on December 31 based on property owned on that date, which fixed
liability. The Third Circuit’'s observation that sale or destruction of the property after ydnuar
would not have affected the liability conforms with the view that a tax is incurred alhe
events giving rise to it have occurred, thereby making it fixed or inescapably imRese

Like the statgroperty tax at issue i@olumbia Gaswhether and when a federal income
tax has been incurradustbe determined in accordance withderlying substantive law.
Dawes 652 F.3cat 1239-40. lagree withpre- and posBAPCPAdecisions that haveoked to
the underlying substantivaw and applied a similar analysisor example, the Bankruptcy
Court citedMarion County Treas. v. Blue Lustre Prods.,.Jrit14 B.R. 188 (S.D. Ind. 1997),
which involved a state property tax akin to the on€atumbia Gas.The court theraoted,
“When a tax is incurred is a determination to be made pursuant to stdtddawat189. The
court there “examin[edhdiana law to determine the specific date the taxes were incurred,”
which turned on the inquiry of “when does the tax accrue and become a fixed liabditgt”

190. The court noted, “Wile the assessment date and the date the tax is incurred are not

14



necessarily the same date, Indiana law indicates that these dates are the sanhedirCibdé¢ 8
6-1.1-2-4 imposes the annual tax liability on the person who is the owner of the property on the
assessment dateltl. As the property taxes were incurred by Blue Lustne the assessment
date of March 1, 1994, a full twenty months prior to the date the baokrpetition was filed
those taxes were not incurred by the esthte.

In FR & S Corp, the Bankruptcy Coufor the District of Puerto Ricexamined the
Commonwealth of Puerto Rico Treasury Department’s claim that a straddiayeaas a post
petition expense of administratiom re FR & S Corp 2011 WL 1261329, *1 (Bankr. D. P.R.
Mar. 30, 2011). There, the Chapter 7 trustee also athaetlecause all taxable activity had
occurred pre-petition, the estate had incurred no tax. The court turned to local tax law —
specifically, the Puerto Rico Internal Revenue Code of 198zdetermine whether the
Commonwealth’s tax claim qualified fadministrative expense status under 8§ 503(b)(1)(B)(i).
Under that law, th&R&S court found, the tax was incurred when it accrued on the last day of
the tax year “that is, December 31, 2008.”

In Earl Gaudig, the lllinois bankruptcy court examined whether business income and
liquor taxes for a straddle tax year were “incurred by the estatee€ Earl Gaudio & Son, Inc.,

2017 WL 377918 (Bankr. C.D. lll. Jan. 25, 201 The Earl Gaudio court explained,State law

8TheFR & Scourtalsonoted thatvhile preBAPCPA jurisprudence allowed bifurcation of a tax
year, “The 2005 BAPCPA amendments to Section 507(a)(8)(A) provide that income taxes for
the straddle year are entirely post-petition administrative expénisksat *5. | do not agree.

On this point, | agree with the Bankruptcy Court that such a conclusion simply cannot be drawn
from the text of the statute or legislative histo8ee Affirmative607 B.R. at 187 (“The Court
could not find any legislative history or statutory language allowing foStrezldle Tax Year to

be an administrative claiff). However,FR & Scorrectly based its determination of when the
tax was incurred on underlying substantive tax |8&e alsdn re Federated Dep’t Stores, Inc.
270 F.3d 994, 100@™ Cir. 2001) (looking to New York law to determine when the tax accrued
and became a fixed liabilitydp re Garfinckds, Inc., 203 B.R. 814, 820-21 (Bankr. D.D.C. 1996)
(collecting cases that examined when liability Wiagscapably imposédinder state law for
purposes of determining when a tax was incurred).
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determineghe date that a tax is incurrednd“The provisions of the lllinois Income Tax Act,
when read together, provide that business income is incurred no earlier than the end of the
taxable yearwhen liability is accrued and fixed or inescapably imposed.’at*3.

E. Corporate Income TaxAccrues and Becomes a Fixediability at the End of
the Applicable Tax Period

Here, theRC is the substantive law creating and defining the taxes included iR$he
Claim. Based on the plain language of tR&, a corporation’sfederalincome taxif any,
“accrus and becomes a fixed liabilitgh the last date of the tax year. TR€ imposes a tax
on “taxable income.” 26 U.S.C. 88 1(a), 11(a) (“A tax is hereby impimsexhch taxable year
on thetaxable incomef every corpaation.”). “[T Jaxable income” is gross income, which is “all
income from whatever source derived,” IRC § 61(a), minus allowable deductions. IRQ.8 63(a
It is only on the last day of the taxable year that all events giving rise to an incomedax ha
ocaurred (both these creating income and those creating deduct®esreas. Reg. 1.11¢e)
(providing an example of computation of liability). A corporation’s income tax thus does not
become “a fixed liability” or “inescapably imposed” until that day — December 31 fardzaie
year taxpayers like the Debtors. IRC § 441(b)(1). Until midnight on December 31, a
corporation can still, for example, incur operating expenses or make charitablem® tizi
will eliminate any liability that would otherwiseise from income earned during the preceding
twelvemonths. It is only after that moment that the corporation’s income tax liabilitgny —
become fixed and inescapably imposed.

Trustee argues that none of$R€RC provisions compel the outcome that the IRS seeks.
Trustee argues that the IRGeas not define the termimcurred” or “accrued’anddoes not
address the classification or prioritization of the taxes at is&aeording to Trustee, the fact

that the amont of income tax due may change up uthid last minute of the tax yewrof no
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moment and does not necessarily mean that the tax is “incurred” at that point. (P21).0 a

Trustee is correct that thRC does not define the terrfiscurred” or “accrued’anddoes
not address the classification or prioritization oftdrees at issueHowever,Trusteés
conterion that the income tax at issherewas incurred prior to the end of the 2015 tax ygar
incorrectbecause thRC impose atax for an entire year, not individual evenee26 U.S.C.
§ 11. Corporate income tax liability is determined bypant netting all the year’s income with
all the year’s deductible expenses, then applying the applicable taXSes€reas. Reg. § 1.11-
1(e). That computatioms basedon the sum of information at the end of the tax yéer.26
U.S.C. 8§ 441(a) (“axabk income shall be computed on the basis of the taxpayer’s taxable
year.’) Applying these provisions, Debtors’ 2015 taxable income could only be calculated at the
end of its taxable year after all income and deductions from income are known. Segahidlyife
until December 31, 2015, Debtors did not have taxable income because not all possible events
had occurred While amajor source of income came from a June 30, 2015 sale, before the
October 14, 201petition dateit is irrelevant whether that income was recognized on one day
during the year or on 365 separate days, becausR@eonsiders aggregate amoymnist
individual income events or deductions, during the year. Under the substantive tax law, the
Debtors’income became taxable incomely after determining all income and deductions for
the taxablgyear, at which point the tax accrued and became alfitedility.

Trustee further argues that applying the United States’ “fixed liability” ireémpon of
Hall to corporate debtors in Chapter 11 would lead to an “absurd result” which would “gut the
Bankruptcy Code.” $eeD.l. 10 at 10). According to Trustee, “if the dispositive factor in the
IRS’ analysis of when a tax is ‘incurred’ turns on a[] fixed or iapable liability, then the estate

would be liable foall taxes of the Debtors — both pre-petition and post-petitemd-elevate all
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of those taxes to administrative expense priority treatmeltd.”at{ 1819). For the reasons cited
by the United Statesdisagree. $eeD.l. 12 at14-15 (explaining that, pursuant to §
507(a)(8)(A) taxes for years ending on or before the petition alaeot accorded
administrative expense treatmégnt)

F. No Exception to the Plain Meaning Rule Applies

The United States argues that pBstPCPA decisions agree that the intended efféct
the 2005 amendmenigs to make the sealled straddle year taxes entirely ppstition claims.
(D.I. 7 at 22 (citingearl Gaudiqg 2017 WL 377918at *3-5; In re FR & SCorp., 2011 WL
1261329, at *5 (Bankr. D.P.R. Mar. 30, 2011))he United States argues that it is not aware of
any contrary posBAPCPA decisions except for tlo@e in this cas@. The United States further
argues that legislative history shows that Congress understood that income taxesianed™
on the last day of the tax year, while other types of taxes are incurred on an event drdnansac

basisi® ConverselyTrustee argues thamust rejectny invitationto consider legislative

%In re TelexFree2020WL 1659472at*11 (Bankr. D. Mass. Mar. 26, 2020), issued after
briefing in this appeal concluded, adopts the Bankruptcy Coamndysis.

19 The United States argues thafiac-Atl. Trading Co, the Ninth Circuit extensively reviewed

the legislative history of the Bankruptcy Act of 1978 and looked in particular to floor stageme

by the sponsors of the House and Senate bills stating that “... for purposes of the priority rules, a
tax on income for a particular period is to be consideredifred on the last day of the period.

A tax on or measured by some event, such as payment of wages or a transfer by readon of deat
or gift, or an excise tax on a sale or other transaction is to be considereded on the date of

the transaction or evehtln re Pac-Atl. Trading Co, 64 F.3d 1292, 1299-13001ir. 1995.
ThePac-Atl. Tradingcourt concluded, “fie pertinent legislative history clearly demonstrates

that the drafters of § 503(b)(1)(B)(i) intended that a tax on income should be treatedrasd’

on the last day of thiaxable period. Id. According to he United Stategshe Bankruptcy Court

did not address the Ninth Circuit’s analysis and instead relied on an earlier bankauptc

opinion which cited the Senate report’s statement that “[ijn general, adiainsgxpenses

include taxes which the trustee bears in administering the debtor’s estate, in@xdsgrt

capital gains from sales of property by the trustee and taxes on income earned lagehe est

during the case.’Affirmative 607 B.R. at 184-8fciting In re O.P.M.Leasing 68 B.R. 979, 984
(Bankr. S.D.N.Y. 1987%) The United States argues that the floor statements it cites are more
authoritative since they were made after the Senate report and address tleeggmestibn at
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historyin its analysis According to Trustee, ‘fle Court’s analysis must end with the statute’s
unambiguous plain language unless one of two narrow exceptions applies — one premised on
absurdity and the other on legislative intent.” (D.l. 10 at 22 (cibingn v. Commodity Futures
Trading Comm’n519 U.S. 465, 470 (1997)“[A] court must give effect to a statute’s

unambiguous plain language ‘unless it produces a result demonstrably at odds with the intentions
of its drafters ... or an outcome so bizarre that Congress could not have intefidiedré.’

Visteon Corp 612 F.3d 210, 213 (3d Cir. 2010) (quotMdgchell v. Horn 318 F.3d 523, 535

(3d Cir. 2003)).

The firstexception does not apply. The application of the statutory language does not
“result [] in an outcome that can truly be characterized as absurdhat is so gross as to shock
the general moral or common sens8igmon Coal Co. v. Apfe226 F.3d 291, 304 {4Cir.
2000),aff'd sub nom. Barnhart v. Sigmon Coal.Ca34 U.S. 438 (2002) (internal quotation
marks omitted).Thatthe pre-petition portion of the income tax at issue woulddither a
priority claim nor an administrative claim does notdenthe result absurd.

Nor does the second exception apply. “[T]he Supreme Court has recognized a narrow
exception to the plain meaning rule in the ‘rare cases [where] the literal applicha statute
will produce a result demonstrably at odds with the intentions of its drafténst&

Philadelphia Newspapers, LLE99 F.3d 298, 314 (3d Cir. 2010) (quotidgited States v. Ron

issue here- when an income tax is incurred for purposes of priotitydisregarding the floor
statements and instead relying on the earlier, less specific statement in tleer&moratthe
United States arguelspth the Bankruptcy Court and teP.M. Leasingourt misconstrued
legislative history. Finally, the United States argues that the Bankruptcy Courthedrewong
conclusion from the absence in BAPCPA's legislative history of any reference toaithaies tax
year. In contrast to the legislative hisly of the 1978 Codehe legislative history of BAPCPA
is of “dubious assistance” on any issue, as there was neither a conferencéemstatement
nor a floor manager report, and the House Judiciary Report “often contains a criatiomneof
the everally enacted statutory text and adds little, if any, assistance to the court’s ieffort
determining congress’s intentlh re Sorrell 359 B.R. 167, 176 (Bankr. S.D. Ohio 2007).
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Pair Enters., Inc 489 U.S. 235, 242 (1989)). As the Third Circuit has observed, “The [second]
exception to [the plain language] rule is narrowly caGerferally, where the text of a statute is
unambiguous, the statute should be enforced as written and only the most extraordinary showing
of contrary intentions in the legislative history will justify a departure froml#mgjuage”’

Murphy v. Millennium Radio Grp. LL®50 F.3d 295, 302 (3d Cir. 2011) (quotiPliladelphia
Newspapers;99 F.3dat 314).

The Bankruptcy Court notedBAPCPA had a real and substantial effect of creating a
priority claim for tax years that ended on or before the petition date. In no way would this
Court’s refusal to accept that the gretition portion of the Straddle Tax as an administrative
claim, crate an ambiguity with Congress’ intention in BAPCPA regarding priority claimsxor ta
years ending on or before the petition ddfe Affirmative 607 B.R. at 185The United States
disagreesargung that the Bankruptcy Code has always given preferdrg@iment to taxes the

government has not had a reasonable time to assess or collect, as the taxing audmority i

1t As noted by the Bankruptcy Court, confusion followed BAPGR¥hactment.“The

amendment to § 507(a)(8) contained in the BAPGB&ms to bentended to follow the
government’s position on this issue and to overrule the bifurcation cases, although theltechnica
draftsmanship of the amendment may have left something to be desired.” Carl MThenks,
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005: Summary of Tax
Provisions 79 AM. BANKR. L.J. 893, 898 (2005) (footnote omittedee alsdll COLLIER ON
BANKRUPTCY § TX 1.05[5][a] (Richard Levin & Henry J. Sommer eds., 16th ed.) (noting that
while several U.S. Bankruptcy Court panels have held that straddle year “must bedaifurta

a prepetition component and an administrative expense component, notwithstanding that the
filing of the petition does not terminate the corporate debtor's taxable year,CBAP

amend[ed] section 50a)(8) governing the priority of taxes to provide that income and gross
receipt taxes for Straddle Years are guetition administrative expense claims that must be paid
in full in the ordinary course ... ). Other commentators have nb@@€ongress’sailure “to
amend 8§ 503(b)(1)(B) to make clear that pre-petition Straddle Year taxes areithioy the

estate’ leaves open the bizarre and unintended possibility that such taxes argregubteion
priority claims nor administrative period claimsJenks,79 AM. BANKR. L.J. at 913 n.34 (citing
Carl M. Jenks, Candace A. Ridgway & Edward A. Purnell, 790 T.M. Corporate Bankruptcy A-
38 to A-39 (2004))seealso Gregory L. GermainTaxing Incomeén theYearof Bankruptcy
UnderBAPCPA 24-Jan. A1. BANKR. INST. J. 14 (2005) (concluding same).
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involuntary creditor. $eeD.l. 7 at 23-24 (citing 4 GLLIER ON BANKRUPTCY P.507.11[1][b]
(16" ed. 2018)).Sincethe Debtorsstraddle tax year ended after the Petition Date, the IRS had
no opportunity to collect the tax prepetiti@sanysuch tax by definition cannot come due until
after thePetition Date. Under the Bankruptcy Court’s interpretation, however pitegetition
portion of the tax due fdhe straddle yeas treated worse than ppeetition tax claims for years
that ended prior to the bankruptcy filing. That result, the United States argueshistiaatito
the Bankruptcy Code’s policy of giving priority to tax claims that the government has not had a
reasonable opportunity to collect. “Given the rationale for granting priority to tax gmedirsy
prepetition it is implausible that Congress instead wanted the prepetition portion oyeatax
ending post-petition to be further demoted to general unsecured status.” (D.l. 7 at 24).

While the United States’ argumemikes sense mustnevertheless agree with the
Bankruptcy Court. There is simply no legislative history to suppottitied Statesreading
that by eliminating eighth priority status in BAPCPA, Congress intended to make styaddle-
taxes entirely pogpetition claims. The scant BAPCPA legislative history makes no mention of
the reason for the amendment to § 507(a)(8) otrdament of straddigear taxes. “Itis
unfortunate that there exists virtually no real legislative history for the dkfaibeisions of
BAPCPA.” In re Seafort669 F.3d 662, 674 n.8{&Cir. 2012) (internal quotation marks
omitted). Thus, Isimply cannot conclude that “application of a statute will produce a result
demonstrably at odds with the intentions of its drafters.”
V. CONCLUSION

| agree with the Bankruptcy Couhatthere is no statutory language or legislative history
to support th&Jnited States’ contention that tBAPCPA amendments to597(a)(8)(A)

expressly providethat income taxes for the straddle year are entirelypetgtion
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administrative expenses#iowever, n line with the Third Circuit’'s analysis i@olumbia Gasa
court should look to underlying substantte& law to determine whethand whertaxes are
“incurred by the estatgfor purposes of §03(b)(1)(B). Based on théRC, corporate federal
income tax liabilityaccrues and becomes a fixed liability the last day of the tax period — here,
December 31, 2015. Accordingly, ttax at issue in thiRS Claim wasincurred by the estate
post-petition and should be entitled to priority as an administrative expense.

For the reasons set forth herein, the Order is reversed. A separate orberenikred
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