
As COVID-19 continues to increase unemployment and lower commodity prices, farm revenue 
diminishes–increasingly threatening farmers’ ability to repay debt. Unfortunately, this means 
that farm bankruptcies are projected to increase. As such, more attention is being directed to 
Chapter 12 farmer and fishermen bankruptcies as a way to help them restructure their debt and 
remain in operation.

Very recently, on April 29, 2020, a bankruptcy court pre-
vented the Internal Revenue Service (IRS) from applying 
an offset to the debtors’ 2018 tax refund against debtors’ 
2016 and 2018 tax liabilities in a confirmed Chapter 12 
bankruptcy plan. The In re Richards court determined that:

“Section 1232 taxes are to be treated as a discharge-
able, pre-petition tax under §1232(a)(1). Therefore, the 
setoff was not among mutual, pre-petition obligations 
as required under §553.1“

The case is a noteworthy victory for debtors in that it re-
minds us during these chaotic times that Chapter 12 bank-
ruptcy significantly curtails the IRS’s abili-
ty to offset. However, In re Richards 
should also encourage farmers 
considering Chapter 12 to con-
sult with a professional given the 
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particularly unique nature of Chapter 12. Even in this recent 
case—an overall win—since the debtors’ reorganization 
plan was not more carefully created to provide that post- 
petition tax refunds would remain “property of the estate,” 
the court declared that it was unable to order the refund to 
be paid to the bankruptcy estate. Instead, the court noted 
that the debtors were free to modify their plan.

Background

The enactment of Chapter 12 bankruptcy in 19862 enabled 
“financially distressed family farmers and fishermen to pro-
pose and carry out a plan to repay all or part of their debts.”3 
However, as originally enacted, it failed to create a new and 
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separate tax entity upon bankruptcy filing, which is very 
helpful in avoiding potential income tax liability when  
assets are liquidated in a reorganization. The result of  
this omission was that farmers often incurred substantial 
taxable gains or depreciation recapture when forced to  
sell low basis assets to satisfy creditors, creating large pri-
ority claims which ultimately prevented the confirmation 
of Chapter 12 plans.

After many years, modifications were finally enacted, 
which offered some relief to farmers facing this predica-
ment. First, in 2005, legislation was enacted that was in-
tended to provide struggling farmers with the ability to 
downsize and restructure without paying resulting taxes in 
full.

Specifically, before clarification from a subsequent act in 
2017, legislation in 2005 added 11 U.S.C. §1222(a)(2)(A), 
which provided that a debtor could treat amounts arising 
out of claims “owed to a governmental unit that arises as 
a result of the sale, transfer, exchange, or other disposition 
of any farm asset used in the debtor’s farming operation, 
[. . .] as an unsecured claim that is not entitled to priority 
under section 507,” provided the debtor receives a dis-
charge.4

Unfortunately, the intent behind the 2005 legislation was 
thwarted by case law, which picked up on the fact that 
the legislation failed to specify when the property dispos-
al may occur for the associated taxes to qualify for unse-
cured claim status. The Supreme Court in Hall v. United 
States determined that capital gains taxes are only treated 
as general unsecured claims if the sale occurred in the tax 
year preceding the filing of the bankruptcy case—not if the 
sale occurred during the bankruptcy.5

Thus, the Additional Supplemental Appropriations for  
Disaster Relief Requirements Act of 2017 added 11 U.S.C. 
§1232, which effectively overrode Hall v. United States, 
clarifying that Chapter 12 debtors can sell property during 
the bankruptcy process and receive favorable capital gains 
treatment.6 Specifically, 11 U.S.C. §1232 provides that:

Any unsecured claim of a governmental unit against the 
debtor or the estate that arises before the filing of the  
petition, or that arises after the filing of the petition and 
before the debtor’s discharge under section 1228, as a  
result of the sale, transfer, exchange, or other disposition 
of any property used in the debtor’s farming operation—

• shall be treated as an unsecured claim arising before  
the date on which the petition is filed;

• shall not be entitled to priority under section 507;
• shall be provided for under a plan; and
• shall be discharged in accordance with section 1228.

In re Richards

In May of 2018, Debtors (a married couple) filed Chapter  
12. In October of 2018, their reorganization plan was con-
firmed. According to the confirmed plan, the IRS’s priority 
claims for 2016 and 2017 were $0 and $5,681, respective-
ly. Although no tax liability was due yet for 2018, “the plan 
provided that there would be additional liquidation of farm 
assets in 2018 and occurring during the pendency of the 
case that would qualify for treatment under §1232.”7 More-
over, the plan was clear that it was the only means by which 
“any and all claims” were to be paid post-petition, and that 
it would not curtail the exercise of an 11 U.S.C. §553 valid 
right of setoff.8

Debtors sold farm assets in 2018 and prepared a pro forma 
2018 income tax return. The pro forma return showed that 
Debtors were entitled to a refund in the amount of $6,414.

Thereafter, in October of 2019, the IRS amended its claim 
to reflect that it had offset the 2018 refund against Debtors’ 
2018 unsecured §1232 taxes. Later at a hearing on the ob-
jection, it was claimed that the IRS had applied the refund to 
the 2016 priority taxes and the 2018 unsecured §1232 taxes.

Debtors objected, arguing that the confirmed plan pro-
hibited the setoff and requested the court to order the IRS 
to issue the 2018 refund to them.

The court first considered 11 U.S.C. §553, which can act 
to preserve the IRS’s ability to offset a debtor’s tax liabili-
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the IRS’s offset in this case failed to satisfy the 11 U.S.C. 
§553 requirements. Specifically, the court stated that “the 
setoff was not among mutual, pre-petition obligations as 
required under §553.”9 Rather, the IRS took a post-petition 
refund and applied it to prepetition debt.

Ultimately, the court ruled that the IRS’s offset violated 
the reorganization plan, but the court was unable to or-
der the refund to be paid to Debtors. Since the plan lacked 
language providing that post-petition tax refunds remain 
“property of the estate,” the court could only advise Debt-
ors that they were free to modify their reorganization plan.

Conclusion

The accumulating pandemic-induced pressures on farmers 
is projected to increase Chapter 12 filings. As we’ve de-
scribed, Chapter 12 can significantly curtail the IRS’s ability 
to offset; however, Debtors can save themselves a great 
deal of trouble by engaging professionals who are expe-
rienced with the Chapter 12 provisions for farmers—such 
as ensuring that a plan is created from the beginning that 
will require the IRS to pay any refund shown as owed to a 
debtor on a pro forma return.

Editor’s Note: Chapter 12 has unique applicability for fish-
ermen, as well—although not all provisions applicable to 
farmers are also available to fishermen. Still, it is certainly 
a viable option for struggling fishermen who need to re-
structure their debt and remain in operation.

If you have questions or concerns regarding Chapter 12 
bankruptcy, call Frost Law today at (410) 862-2806 or fill 
out our contact form.

Footnotes

1. In re Richards, No. 18-03418-RLM- 12, 6 (Bankr. S.D. Ind. Apr. 29, 2020).
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Act of 1986, Pub. L. No. 99-554, 100 Stat. 3088 (1986).
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chapter-12-bankruptcy-basics.
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of 2005, Pub. L. No. 109-8, § 1003, 119 Stat. 23 (2005), effective on enact-
ment, April 20, 2005.

5. 566 U.S. 506 (2012).
6. Pub. L. No. 115-72, §1005, applicable to any bankruptcy case (1) that is 
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9. Id. at 6.
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