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MEMORANDUM FOR DISTRICT COUNSEL, OHIO DISTRICT, CINCINNATI
FROM:

Lawrence Schattner, Chief, Branch 3
(General Litigation)

SUBJECT:

Bankruptcy Court Orders Requiring Turnover of Tax Refunds

This memorandum supplements our earlier memorandum dated April 6, 2000,
regarding the authority of the bankruptcy court to issue ex parte orders directing the
Service to turn over the future tax refunds of chapter 13 debtors to the chapter 13
trustee. This memorandum supersedes our earlier memorandum to the extent that
they are inconsistent.
ISSUES
Whether sovereign immunity is a viable defense to the enforcement of income
deduction orders that are entered pursuant to section 1325(c) of the Bankruptcy
Code against the Service with respect to debtors’ future income tax refunds.
Whether chapter 13 debtors’ future income tax refunds fall within the meaning of
“income” in section 1325(c).
Whether the Assignment of Claims Act applies to bar the enforcement of income
deduction orders directing the payment of future income tax refunds to the chapter
13 trustee.
CONCLUSIONS
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FACTS
The Internal Revenue Service has been receiving ex parte orders from the
Bankruptcy Court for the Southern District of Ohio which require the Service to pay
directly to the Chapter 13 Trustee any future income tax refunds that may be owed
to certain debtors. It is estimated that between 400 and 500 of these orders have
been issued. In the vast majority of these cases, the Service is not a creditor in the
bankruptcy case. While the Special Procedures Branch of the Ohio District Office
has been sending tax refunds to the chapter 13 trustees in cases where the Service
is a creditor,1 following the same practice in cases where the Service is not a
creditor presents administrative difficulties that call into question the Service’s
ability to comply with such orders.
The Service’s computer system cannot process income deduction orders
automatically. In order to process such orders, a freeze code must be placed on
each account for which an income deduction order has been entered to prevent the
automatic issuance of refund checks to the debtor. In cases where the Service is
not a creditor, entering the freeze code on the debtor’s account may result in the
improper calculation of the statute of limitations period for collection under I.R.C.
§ 6502.
Additionally, the processing of the income deduction orders must be done manually
which makes it time consuming and labor intensive. The Service does not have the
staffing resources to manually process hundreds of income deduction orders issued
in cases where the Service is not a creditor. Further, such orders place the burden
of monitoring chapter 13 cases on the Service even when it is not a creditor in
order to ensure that the refund is sent to the debtor if the case is dismissed.

1

The local bankruptcy rules acknowledge the Service’s voluntary practice of
sending tax refunds to the chapter 13 trustee in cases where the Service is a creditor.
Local Rule 6070-1 provides that, unless otherwise ordered or provided by the debtor’s
confirmed plan, a debtor’s tax refund received by the trustee shall not be turned over to
the debtor until the allowed amount of the Service’s claim is paid by the trustee. There
is nothing in the local rule to suggest that the Service is required to pay income tax
refunds directly to the trustee.
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LAW & ANALYSIS
Section 1325(c) of the Bankruptcy Code, 11 U.S.C., provides that after confirmation
of a chapter 13 plan, “the court may order any entity from whom the debtor receives
income to pay all or any part of such income to the trustee.” The definition of the
term “entity” includes a governmental unit, and the definition of the term
“governmental unit” includes the United States. See 11 U.S.C. §§ 101(15) and
101(27).
1. Sovereign immunity as a defense
Section 658(2) of the Bankruptcy Act preceded section 1325(c). Under section
658(2), the bankruptcy court was empowered to “issue such orders as may be
requisite to effectuate the provisions of the plan, including orders directed to any
employer of the debtor.” Rule 13-213(b) facilitated this authorization by providing
that the order of confirmation or a separate payment order was to specify the
amount and manner in which payments were to be made by the debtor or to be
obtained from the employer of the debtor. Thus, instead of having the debtor
collect his entire wages and make the payment to the trustee, the Bankruptcy Act
provisions authorized the court to direct the debtor’s employer, where requisite, to
deduct from the debtor’s earnings the amount which the debtor is supposed to pay
under the plan. 10 Collier on Bankruptcy, ¶ 29.08 (14th ed. 1978).
In United States v. Krakover, 377 F.2d 104 (10th Cir.), cert. denied, 389 U.S. 845
(1967), the court held that an order entered pursuant to section 658(2) which
required the United States to pay part of the wages of one of its employees to the
trustee was barred by sovereign immunity. Applying the rule that general language
in the Bankruptcy Act cannot be construed as a waiver of sovereign immunity, the
court rejected the trustee’s argument that the reference to “any employer” in section
658(2) included the United States. Id. at 106. The court also noted that its ruling
did not deprive federal employees of the benefits of chapter 13 because federal
employees could be ordered to endorse and turn over their pay checks to the
trustee. Id. at 107.
Under the Bankruptcy Reform Act of 1978, the class of persons eligible to file a
petition under chapter 13 was expanded and no longer limited to wage earners.
See In re Buren, 725 F.2d 1080, 1082 (6th Cir.), cert. denied, Hildebrand v. Social
Sec. Admin., 469 U.S. 818 (1984) (discussion of legislative history). Section
1325(b), the successor statute to section 658(2) of the Bankruptcy Act and what is
now section 1325(c), was also enacted as part of the Bankruptcy Reform Act of
1978. The legislative history to section 1325(b) indicates that Congress used the
term “entity” in the statute because it intended income deduction orders to apply to
governmental units. See Sen. Rep. No. 95-989, at 142 (1978), reprinted in 1978
U.S.C.C.A.N., 5787, 5928 (“Subsection (b) authorizes the court to order an entity,
as defined by Section 101(15), to pay any income of the debtor to the trustee. Any
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governmental unit is an entity subject to such an order.”). See also, In re Howell, 4
B.R. 102, 105 (Bankr. M.D. Tenn. 1980) (the language used in § 1325(b) of the
Bankruptcy Code and the definitions of “entity” and “governmental unit” contained in
§ 101 clearly overrule the immunity analysis in Krakover); In re Hughes, 7 B.R. 791,
795 (Bankr. E.D. Tenn. 1980) (noting that the Senate committee report flatly states
that “any” governmental unit is subject to an order under § 1325(b), court states
that “[o]nly by obtuseness can the administration avoid the avoid the conclusion
that § 1325(b) was meant to overrule United States v. Krakover.”).
In holding that there was an explicit waiver of sovereign immunity, the courts in
Howell and Hughes also relied upon the language contained in section 106(c) prior
to its amendment under the Bankruptcy Reform Act of 1994 (the “BRA”). See In re
Howell, 4 B.R. at 105-106; and In re Hughes, 7 B.R. at 796. Section 106(c)
previously provided that sovereign immunity was waived in any situation in which
the applicable bankruptcy statute contained the trigger words of “creditor,” “entity,”
or “governmental unit.”

Section
106(a) was amended to set forth a list of statutory provisions for which sovereign
immunity is abrogated as to a governmental unit. Section 1325 is not included in
this list. Further, the provision in section 106 that waived sovereign immunity when
a statute contained certain trigger words, such as “entity,” was not retained in the
amended version of the statute.

2. Whether the term “income” includes future income tax refunds
Under the Bankruptcy Code, any “individual with regular income” is eligible for
chapter 13 relief. 11 U.S.C. § 109(e). Section 101(30) defines “individual with
regular income” as an individual whose income is sufficiently stable and regular to
enable such individual to make payments under a chapter 13 plan. Section
1325(b)(2) defines the term “disposable income” as income received by the debtor
which is not reasonably necessary to be expended for the maintenance or support
of the debtor. The term “income” is not defined in the Bankruptcy Code.
In Freeman v. Schulman, 86 F.3d 478 (6th Cir. 1996), the Sixth Circuit held that
future income tax refunds can be considered “projected disposable income” under
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section 1325(b). In Freeman, the debtors received an income tax refund in an
amount greater than expected and tried to amend their chapter 13 plan to exempt a
portion of the refund. Id. at 479. Relying upon the particular facts in the case, the
court determined that the refund qualified as “projected disposable income”
because the debtor specifically provided that tax refunds should go to the plan and
made no argument that the funds were needed for the maintenance and support of
the debtor or her dependents. Id. at 481.

2

As noted
above, the predecessor statute to section 1325(c) applied to “employers” of the
debtor. Thus, the statute applied to wages received by debtors. When the
Bankruptcy Reform Act expanded the eligibility of debtors to file chapter 13 so that
relief was not limited to wage earners, it extended eligibility to any “individual with
regular income.” Under section 101(30), an “individual with regular income” is
defined as an “individual whose income is sufficiently stable and regular to enable
such individual to make payments under a plan under chapter 13 of this title.”

2

In In re Anderson, 21 F.3d 355 (9th Cir. 1994), the Ninth Circuit held that the
requirement that a chapter 13 plan provide for payment of all of the debtor’s “projected
disposable income” to the trustee does not entitle the trustee to require that the debtor
agree to pay all actual disposable income to the trustee. Relying upon Anderson, the
court in In re Kuehn, 177 B.R. 671 (Bankr. D. Ariz. 1995), held that the trustee cannot
require a blanket turnover of all tax refunds without a showing that such refunds are in
fact projected in a certain amount. Thus, debtors may object to plan provisions which
require them to commit all or a portion of their future tax refunds to the plan on the
grounds that future tax refunds are not “projected disposable income.”
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While courts have recognized a variety of nontraditional sources of money as
income under section 101(30), the income must be regular and stable enough to
fund a plan. See In re Murphy, 226 B.R. 601, 605 (Bankr. M.D. Tenn. 1998), and
cases cited therein. Similarly, the income against which courts have upheld income
deduction orders under section 1325(c) is the regular and stable income that is
used to fund chapter 13 plan payments. See, e.g., United States v. Devall, 704
F.2d 1513, 1515 (11th Cir. 1983) (debtors listed social security benefits as regular
income in all of their chapter 13 plans); In re Howell, 138 B.R. 484 (W.D. Pa. 1992)
(debtors entitled to monthly AFDC grants which were used to fund chapter 13
plans); In re Simmons, 94 B.R. 74 (Bankr. W.D. Pa. 1988) (debtor received monthly
income from a teacher’s retirement system); Michigan Employment Sec. Comm’n.
v. Jenkins, 64 B.R. 195 (W.D. Mich. 1986) (debtor received unemployment benefits
in lieu of wages); In re Williams, 13 B.R. 640 (E.D. Wash. 1981) (debtors’
schedules listed as income monthly social security benefits). In all of these cases,
the income deduction order was entered against a stream of regular payments that
were used to fund the chapter 13 plan payments.

3. The applicability of the Assignment of Claims Act
In In re Cochran, 141 B.R. 270, 273 (M.D. Ga. 1992), the United States argued that
the Assignment of Claims Act (the Act) bars a bankruptcy court from ordering the
Service to send the debtor’s tax refund to the trustee. The court rejected this
argument on the grounds that section 1325(c) impliedly modified the Act to allow
the assignment of tax refunds to the trustee via income deduction orders. Id.
Although the issue was not raised in Cochran, there is also a question as to
whether the Assignment of Claims Act even applies in a bankruptcy proceeding.
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In a couple of cases, courts have determined that the Assignment of Claims Act
does not apply where tax refunds were transferred to the trustee by operation of
bankruptcy law or in accordance with a plan of arrangement. In Segal v. Rochelle,
382 U.S. 375 (1966), the Supreme Court held that a loss-carryback refund that was
inchoate on the date of the petition was property that passed to the trustee under
section 70a(5) of the Bankruptcy Act. In determining whether the refund constitutes
property that could be transferred within the meaning of section 70a(5), the Court
noted that the predecessor statute to the Assignment of Claims Act, 31 U.S.C. 22
203, does not prevent transfers by operation of law. Accordingly, the Court
reasoned that the Assignment of Claims Act does not interfere with the vesting in
the trustee of property coming within section 70a(5) because all transfers of
property to the bankruptcy estate under section 70a(5) are explicitly by operation of
law. Id. at 382, n. 7.
Similarly, in In re Kepp Elec. & Mfg. Co., 98 F. Supp. 51, 53 (D. Minn. 1951), the
court held that a debtor’s assignment of “any and all tax refunds which may be due
or owing to the debtor from the United States government” was not within the
purview of the Assignment of Claims Act, and that the assignment was therefore
valid and effective to vest in a receiver any right of the debtor to the tax refunds.
Because the tax refunds claimed by the debtor were transferred to the receiver
pursuant to plan of arrangement under Chapter XI of the Bankruptcy Act that was
approved and confirmed by the bankruptcy court, the court determined that the
transfer constituted “an act of the law” and was not within the prohibition of the
Assignment of Claims Act. Id. at 60-61.
Under section 1306(a) of the Bankruptcy Code, all property that the debtor acquires
after the commencement of the case is property of the estate. Under section 1327,
property of the estate vests in the debtor upon confirmation except as otherwise
provided in the plan or the order confirming the plan.
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CONCLUSIONS

CASE DEVELOPMENT, HAZARDS AND OTHER CONSIDERATIONS
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If you have any questions, please call (202) 622-3630.

