
The Effect of Bankruptcy on State Tax
Enforcement and Proceedings

by Andrew W. Swain

All states permit taxpayers to challenge civil tax
assessments via administrative and judicial appeal
processes. Those assessments can also be challenged
before the U.S. Bankruptcy Court. Trust taxes, like
state sales tax, are non-dischargeable in bank-
ruptcy,1 but those taxes are frequently included in a
bankruptcy petition so that the debtor can attempt
to negotiate a reduced tax liability. Assessed income
taxes are dischargeable if the debtor is seeking
Chapter 7 liquidation, Chapter 11 reorganization, or
Chapter 13 debt adjustment.2 Furthermore, under
11 U.S.C. section 505, the bankruptcy court has the
power to ‘‘determine the amount or legality of any
tax, any fine or penalty relating to a tax.’’3 The
authority to adjudicate tax claims extends to state
taxes regardless of whether they have been as-

sessed, paid, or contested administratively or judi-
cially.4 The bankruptcy court’s authority to decide
tax disputes does not extend only to tax deficiencies.
The right to seek or receive any type of tax refund
can be a bankruptcy asset and subject to a bank-
ruptcy court’s jurisdiction.5

A taxpayer’s state and federal civil challenges to a
tax liability frequently transpire concurrently and
contemporaneously with his prosecution for commit-
ting tax crimes and the state’s use of civil enforce-
ment techniques to close the taxpayer’s under-
ground or illegal business. Taxpayers facing
criminal and civil actions frequently file for bank-
ruptcy protection and assert that the automatic stay
bars those actions in state court. Defendants do that
in an attempt to confound the state prosecution and
civil actions. They seek to do that, for example, by
trying to remove the state prosecution to the bank-
ruptcy court, challenging the tax liability’s existence
or amount before the bankruptcy court,6 or attempt-
ing to purge the tax evasion by paying the liability to
bankruptcy court.

1See 11 U.S.C. section 727(b) (debts are dischargeable
except those in section 523); 11 U.S.C. section 523(a)(1)(A) (no
discharge for taxes specified in section 507(a)(8)); 11 U.S.C.
section 523(a)(1)(C) (no discharge if debtor filed a fraudulent
tax return or willfully evaded tax); and 11 U.S.C. sections
507(a)(8)(C) (‘‘a tax required to be collected or withheld and
for which the debtor is liable in whatever capacity’’ (i.e., trust
taxes)) and 507(a)(8)(E) (‘‘an excise tax on — (i) a transaction
occurring before . . .’’ the bankruptcy petition’s filing date).
See also, e.g., Ind. Dep’t of Revenue v. Hogo, Inc., 550 N.E.2d
1320, 1325 (Ind. Ct. App. 1990) (holding that there is nothing
vicarious about a responsible officer’s liability for trust taxes
that excludes it from the then 11 U.S.C. section 507(a)(7)(C)).

2See, e.g., 11 U.S.C. sections 727(a)(1), 1141, 1322, and
1328. Despite the dischargeable nature of many tax liabili-
ties, the bankruptcy code provides a minefield of qualifica-
tions, limitations, and restrictions through which the debtor
must navigate to establish that a tax debt is subject to
discharge. See, e.g., 11 U.S.C. sections 523(a), 507(a)(2), and
507(a)(8). See also Paul H. Waldman and Kenneth J. Berke,
‘‘Bankruptcy Discharge of Tax Debts: Navigating the Min-
efield,’’ 18 Prac. Tax Law. 41 (Spring 2004), available at
http://www.waldmanlaw.net/PTXL0405-WALDMAN.pdf.

3See 11 U.S.C. section 505(a)(1).

4Id.
5See, e.g., Carson Pierie Scott & Comp. (Brookdale) v.

County of Hennepin, Nos. TC-11778, TC-10576, 1992 WL
109239, at *2 (Minn. Tax Ct. 1992). The jurisdiction over tax
refunds, however, may be limited by the U.S. Supreme
Court’s decisions under the Eleventh Amendment of the U.S.
Constitution. See, e.g., Hoffman v. Conn. Dep’t of Income
Maint., 492 U.S. 96 (1989); Seminole Tribe of Florida v.
Florida, 517 U.S. 44 (1996) (holding that the Eleventh
Amendment, via the sovereign immunity doctrine, generally
protects states from suits by citizens in federal court without
the state’s consent. The states are protected from a bank-
ruptcy court’s ordering it to grant a tax refund if the state
does not choose to submit itself to the court’s jurisdiction).
The U.S. Supreme Court’s holdings in Hoffman and Seminole
Tribe of Florida may force debtors seeking a state tax refund
in bankruptcy court to avail themselves of the state admin-
istrative and judicial procedures in order to establish the
right to the refund. See, however, Central Virg. Community
College v. Katz, 546 U.S. 356 (2006) (holding that the Court’s
decision in Seminole Tribe does not apply to the bankruptcy
clause, art. 1, section 8, cl. 4, of the U.S. Constitution).

6Under 11 U.S.C. section 505, the bankruptcy court has
the authority to determine the amount of tax liabilities.
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Business owners allegedly evading sales taxes
and stealing trust money will also argue that the
automatic stay prevents taxing authorities from
administratively revoking a sales tax license or
prosecuting them for conducting business without a
sales tax license. Conducting a retail business with-
out a sales tax license is itself often a crime. Busi-
ness owners will attempt to use the protections
afforded to them through bankruptcy to continue
unlicensed operations despite the state’s desire that
the business close. This article discusses the use of
the bankruptcy process to confound a state’s pros-
ecution of tax crimes and avoid the state’s efforts to
close a retail business accused of sales tax theft and
evasion.

Bankruptcy Does Not Stay State
Tax Prosecutions

When a debtor files for protection under the U.S.
Bankruptcy Code, the code creates a stay that pre-
vents the commencement or continuation of actions
against the debtor or the debtor’s property. The stay
is automatically created when the debtor files the
bankruptcy petition.7 The stay occurs without any
action by the bankruptcy court or the debtor, other
than filing the bankruptcy petition.8 The stay effec-
tively freezes creditors’ interests and protects the
debtor,9 the debtor’s property,10 and the property of
the bankruptcy estate.11 The purpose of the stay is to
protect the debtor from expensive litigation and to
prevent one creditor from gaining an advantage over
another, while also giving the debtor an opportunity
to organize his finances. If a party violates the stay
when they know, or have reason to know, that the
debtor filed a bankruptcy petition, the bankruptcy
court can punish the party with contempt of court.

Without violating the stay, state and local taxing
authorities may conduct audits to determine a
debtor’s tax liability.12 The taxing authorities can
demand the production of tax returns, assess taxes,
issue notices of tax deficiencies, and issue demands
for tax payments without violating the stay.13 The
state and local taxing authorities can take those

actions even if the commencement or continuation
of a proceeding before the U.S. Tax Court is stayed
by a bankruptcy filing.14

A state court has concurrent jurisdiction, along
with the bankruptcy court, to determine whether
the automatic stay applies to state regulatory litiga-
tion. Although federal district courts have exclusive
jurisdiction over a bankruptcy case, the Bankruptcy
Code provides that the federal courts have ‘‘original
but not exclusive’’ jurisdiction over all civil proceed-
ings ‘‘arising under Title 11,’’ or ‘‘arising in or related
to’’ cases under Title 11.15 Therefore, determining
whether the automatic stay applies is a related
matter over which federal courts, federal agencies,
state courts, and state agencies all have concurrent
jurisdiction. It is well settled that the court in which
the questioned litigation is pending has jurisdiction
to determine not only its own jurisdiction but also
the more precise question whether the proceedings
is subject to the automatic stay.16

Federal and state courts have
rejected taxpayers’ arguments that
the automatic stay bars their
prosecution in state tax court.

Federal and state courts have rejected taxpayers’
arguments that the automatic stay bars their pros-
ecution in state tax court. Courts have held that the
automatic stay statute, which creates an automatic
stay of civil proceedings, was designed to shield a
debtor from financial pressure while a bankruptcy
proceeding is pending.17 Congress, though, did not
intend to bar state criminal prosecutions against
debtors on their filing a bankruptcy petition.18 In

7See 11 U.S.C. section 362(a).
8The stay springs into being immediately when the bank-

ruptcy petition is filed ‘‘because the automatic stay is exactly
what the name implies ‘automatic’ — it operates without the
necessity for judicial intervention.’’ See Sunshine Dev., Inc. v.
FDIC, 33 F.3d 106, 113 (1st Cir. 1994). It remains in force
until a federal court either disposes of the case (see 11 U.S.C.
section 362(c)(2)) or lifts the stay (see 11 U.S.C. section
362(d)-(f)).

9See 11 U.S.C. section 362(a)(1), (2), (6), (8).
10See 11 U.S.C. section 362(a)(5).
11See 11 U.S.C. section 362(a)(3), (4).
12See 11 U.S.C. section 362(b)(9).
13Id.

14See 11 U.S.C. section 362(a)(9).
15See 11 U.S.C. section 1334(b).
16See, e.g., Brock v. Morysville Body Works, 829 F.2d 383,

387 (3d Cir. 1987) (quoting In re Baldwin-United Corp.
Litigation, 765 F.2d 343, 347 (2d Cir. 1985)); NLRB v. Cooper
Painting, Inc., 804 F.2d 934 (6th Cir. 1986).

17See, e.g., Winters v. George Mason Bank, 94 F.3d 130, 133
(4th Cir. 1996); Laughlin v. United States IRS, 912 F.2d 197,
198 (8th Cir. 1990); H. & H. Beverage Distributors v. Dep’t of
Revenue of Pa., 850 F.2d 165, 166 (3d Cir. 1988), cert. denied,
488 U.S. 994 (1988); In re Stringer, 847 F.2d 549, 551-552 (9th
Cir. 1988).

18See, e.g., Barnette v. Evans, 673 F.2d 1250, 1251 (11th
Cir. 1982) (stating that the ‘‘purpose of bankruptcy is to
protect those in financial, not moral, difficulty’’); In re Perrin,
233 B.R. 71, 74 (Bankr. D.N.J. 1999) (observing that bank-
ruptcy laws are not intended to provide ‘‘a haven for criminal
offenders’’); State v. Barasch, No A-0459-06T4, slip op., 2007
WL 4531795 (N.J. Super. A.D. 2007) (federal bankruptcy’s
automatic stay does not bar a state’s prosecuting for tax
evasion).
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fact, the Bankruptcy Code excludes criminal pros-
ecutions from its automatic stay provisions.19 Thus,
there is no merit to the argument that the filing of a
bankruptcy petition enjoins a criminal prosecution.
That is true even when the prosecution is motivated
by a complaining witness’s desire to collect a debt.20

Removal of State Tax Prosecutions to
Federal Bankruptcy Court

Under some circumstances, federal law permits
defendants facing state legal proceedings to remove
their cases from a state court to a federal one. In an
attempt to create delay and confusion, defendants
facing state tax prosecutions sometimes try to re-
move their state prosecution to federal court.

Federal statute 28 U.S.C. section 1441 permits
the removal of civil actions to federal court. Title 28,
section 1452 permits the removal of any claim or
cause of action in a civil action to a federal district
court. Both statutes permit the removal of civil
actions to federal court, but neither allows the
removal of criminal prosecutions by the state to
federal court.21 Other federal removal statutes, how-
ever, permit this. The removal of a criminal prosecu-
tion by the state ‘‘must be on the basis of one of three
federal statutes’’ in Title 28 — that is, sections 1442,
1442a, or 1443.22

Title 28, section 1442 permits the removal of a
state criminal prosecution to federal court if the
defendant is:

The United States or any agency thereof or any
officer (or any person acting under that officer)
of the United States or of any agency thereof,

sued in an official or individual capacity for any
act under color of such office or on account of
any right, title or authority claimed under any
Act of Congress for the apprehension or pun-
ishment of criminals or the collection of the
revenue.23

For removal to occur, section 1442(a)(1) ‘‘requires
that a defendant: (1) act under the direction of a
federal officer; (2) show a nexus or ‘causal connec-
tion’ between the alleged conduct and the official
authority; (3) have a colorable federal defense; and
(4) be a ‘person’ within the meaning of the statute.’’24

In Hurt-Whitmire v. Georgia,25 the Eleventh Cir-
cuit held that as a result of her occupation, a tax
preparer facing criminal charges in state court for
theft and forgery was not regulated by the Internal
Revenue Service. Therefore, the preparer did not
qualify as a tax preparer ‘‘acting under’’ a federal
‘‘official’’ and could not avail herself of the removal
statute, section 1442. Title 28, section 1442a permits
the removal of a state criminal prosecution to fed-
eral court only if the defendant is a member of the
armed forces of the United States.

Title 28, section 1443 permits the removal of a
criminal prosecution by the state to federal court if
the prosecution is:

against any person who is denied or cannot
enforce in the courts of a state a right under
any law providing for the equal civil rights of
citizens of the United States, or of all persons
within the U.S.’s jurisdiction.
or

for any act under color of authority derived
from any law providing for equal rights, or for
refusing to do any act on the ground that it
would be inconsistent with the law.26

In order to avail oneself of this removal statute,
the defendant must meet a two-pronged test: ‘‘First,
the petitioner must show that the right upon which
the petitioner relies arises under a federal law
providing for specific civil rights stated in terms of
racial equality. Second, the petitioner must show
that he has been denied or cannot enforce that right
in the state courts.’’27 The U.S. Supreme Court has
interpreted section 1443(1) to apply only if the right
alleged arises under a federal law providing for civil
rights ‘‘stated in terms of racial equality.’’28 The

19See 11 U.S.C. section 362(b)(1) (exempting the ‘‘com-
mencement or continuation of a criminal action or proceeding
against the debtor’’ from those matters that are automatically
stayed on the filing of a bankruptcy petition). But see, e.g., St.
Joseph Wholesale Liquor Co. v. Butler (In re Butler), 74 B.R.
106, 107 (W.D. Mo. 1985) (holding that a creditor who initi-
ated a criminal complaint against the debtor for a bad check
violated the automatic stay because that action was really a
debt collection effort by the creditor); In re Pearce, 400 B.R.
126 (Bankr. N.D. Iowa 2009) (holding that creditors’ actions
that encouraged criminal prosecution was not excepted from
the automatic stay); Dorsey v. Prokos Check Chasing (In re
Dorsey), 373 B.R. 528 (Bankr. N.D. Ohio 2007). The courts
that have adopted that position do not explain how the state
would learn of (and be able to prosecute) criminal conduct if
the complaining party could be sanctioned for bringing the
matter to the state’s attention. Cf. In re Hartung, 258 B.R.
210, 214 (Bankr. D. Mont. 2000) (holding that the automatic
stay does not prevent a creditor from reporting a crime since
every citizen has a duty to report criminal activity).

20See Gruntz v. County of Los Angeles, 202 F.3d 1074,
1084-1086 (9th Cir. 2000).

21See William C. Hillman and Margaret M. Crouch, ‘‘1
Bankruptcy Desk Book,’’ section 2:1.2[H], pp. 2-11 (3rd ed.;
PLI; 2003).

22See Iowa v. Johnson, 976 F. Supp. 812, 816 (N.D. Iowa
1997).

23See 28 U.S.C. section 1442(a)(1).
24See Watson v. Philip Morris Companies, Inc., 420 F.3d

852, 855 (8th Cir. 2005).
25No. 08-17235, slip op., 2009 WL 1927940 (11th Cir.

2009).
26See 28 U.S.C. section 1443(1), (2).
27See Alabama v. Conley, 245 F.3d 1292, 1295 (11th Cir.

2001) (quoting Georgia v. Rachel, 384 U.S. 780, 792 (1966)).
28See Ga. v. Rachel, 384 U.S. 780, 792 (1966).
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Eleventh Circuit Court of Appeals has held that
because racial equality rights do not include rights
of general application, broad assertions under the
equal protection clause, due process clause, or 42
U.S.C. section 1983 are insufficient to support a
claim of removal.29 Also, the party seeking removal
must demonstrate that he ‘‘is ‘denied or cannot
enforce’ the specific federal rights ‘in the courts of
[the] State.’’30 Removal of a state criminal prosecu-
tion to a federal bankruptcy court is improper be-
cause the court lacks subject matter jurisdiction to
entertain criminal prosecutions arising under state
tax law. Federal bankruptcy jurisdiction is limited to
civil proceedings. It does not control criminal pro-
ceedings.31

Removal of a state criminal
prosecution to a federal
bankruptcy court is improper
because the court lacks subject
matter jurisdiction to entertain
criminal prosecutions arising
under state tax law.

Federal removal procedures allow state criminal
defendants to cause delay and confusion. The defend-
ant subject to a tax prosecution can file bankruptcy
and seek a discharge of the tax debt for which she is
being criminally prosecuted. The defendant can then
initiate the removal procedure to bankruptcy court
by filing a notice of removal under Bankruptcy Rule
9027.32 The notice is filed with the bankruptcy court
and the state court in which the prosecution is
pending.33 At the point the notice is filed, removal is
effected.34 The state criminal proceeding can pro-
ceed, but the criminal court cannot enter a judgment
of conviction until the case is remanded.35 The party
opposing the removal must file a motion to remand
with the bankruptcy court.36

Bankruptcy’s Effect on Operating a
Business Illegally After the Revocation of

Its Sales Tax License

When a business fails to file sales tax returns or
remit its sales taxes, as a precursor to pursuing civil
collections, criminal prosecution, or both, revenue
departments commonly revoke the business’s sales
tax license. In states that impose a sales tax, making
a taxable sale without a license is a criminal misde-
meanor or infraction.37 Businesses faced with the
revocation of their sales tax license will often file
bankruptcy in order to offensively use the automatic
stay provisions in the bankruptcy code to buy time,
confound the civil and criminal processes, and im-
pede a revenue department’s efforts to enforce the
civil and criminal tax laws.38

The offensive use of the automatic stay provisions
in the context of a revoked sales tax license raises
three questions. First, does a sales tax license revo-
cation fall under the jurisdiction of the bankruptcy
court? Second, must a revenue department reinstate
the sales tax license when it receives notice of a
bankruptcy filing in order to avoid violating the
automatic stay provision? Third, can a revenue
department criminally prosecute a debtor for oper-
ating a business without a sales tax license despite
the pending bankruptcy petition and the automatic
stay?

Reinstatement of a Sales Tax License
Is a Core Bankruptcy Proceeding

In In re Nu-Process Brake Engineers, Inc.,39 the
debtor filed an adversary complaint for injunctive
relief that asked the bankruptcy court to require the
Missouri Department of Revenue to immediately
reinstate his sales tax license.40 The department
revoked the license before the debtor commenced his

29Id. at 1295-1296.
30See Johnson v. Miss., 421 U.S. 213, 220 (1975).
31See 28 U.S.C. section 1334(b). See also Nelson v. La

Crosse County Dist Atty. (State of Wisconsin), 301 F.3d 820,
838 (7th Cir. 2002) (affirming district court dismissal of an
adversary bankruptcy proceeding seeking to remove state
criminal prosecution to the bankruptcy court).

32See also 28 U.S.C. section 1446(a).
33See Fed. R. Bankr. P. 9027(b), (c).
34See 28 U.S.C. section 1446(d).
35See 28 U.S.C. section 1446(c).
36See 28 U.S.C. section 1447(c); Fed. R. Bankr. P. 9027(d).

See also Fed. R. Bankr. P. 9014.

37See, e.g., Ind. Code section 6-2.5-9-2 (making retail sales
in Indiana, without a retail merchant’s certificate, is a class B
misdemeanor).

38See, e.g., Daniel Keating, ‘‘Offensive Uses of the Bank-
ruptcy Stay,’’ 45 Vand. L. Rev. 71 (1992) (discussing debtors’
offensive use of the automatic stay provisions in order to
extract a benefit from non-debtor parties).

39119 B.R. 700 (Bankr. E.D. Mo. 1990).
40Id. at 701.
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Chapter 11 reorganization.41 The department ar-
gued that the debtor’s complaint raised issues that
were not ‘‘core proceedings’’42 and for that reason,
should not be heard or determined by the bank-
ruptcy court.43

The court disagreed with the department. The
court noted that Missouri’s statute pertaining to
sales tax license revocation provided retailers with a
method to pursue reinstatement of the revoked
license.44 The bankruptcy court deemed the statuto-
rily mandated ability to seek a reinstatement of the
sales tax license a right and, as such, an asset of the
Chapter 11 bankruptcy estate. The court concluded
that if the right was an asset of the bankruptcy
estate, the issue raised by the debtor involving the
right was a core proceeding.45

Does Failing to Reinstate a Sales Tax License
Revoked Before the Bankruptcy Petition
Violate the Automatic Stay?

Section 362(b)(1) of the bankruptcy code creates
an exception to the usual protections afforded a
debtor by the automatic stay provisions. Section
362(b)(1) provides the following:

The filing of a petition . . . does not operate as a
stay under subsection (a) of this section, of the
commencement or continuation of a criminal
action or proceeding against a debtor [or of] the
commencement or continuation of an action or
proceeding by a governmental unit . . . to en-
force such governmental unit’s police or regu-
latory power.

The purpose of that provision is to ensure that the
bankruptcy code does not shield those who would

avoid a fine or punishment imposed by a court of
law. In other words, ‘‘the bankruptcy laws are not a
haven for criminal offenders, but are designed to
give relief from financial overextension.’’46 The U.S.
Supreme Court has said that the wording of the
bankruptcy code must be considered ‘‘in light of the
interests of the States in unfettered administration
of their criminal justice systems.’’47 When a revenue
department revokes a sales tax license before a
debtor files a bankruptcy petition, can it refuse to
reinstate the license after the bankruptcy filing, and
argue that its actions are the commencement or
continuation of a criminal or regulatory action? Or
must the revenue department reinstate the license
in order to avoid violating the automatic stay?

Many decisions discuss whether various license
revocations (from a brothel license to a driver’s
license) violate the automatic stay provision.48 Only
one deals with a sales tax license, and a few others
involve nontax licenses that are revoked when taxes
are owed. Because of the lack of federal bankruptcy
cases directly on point, case law does not provide
clear answers to the questions raised above.

Affirmative Duty to Reinstate

The decision in In re Bertuccio49 helps illustrate
how bankruptcy courts analyze whether a particular
license revocation violates the automatic stay and
imposes an affirmative duty to reinstate a license. In
re Bertuccio is a case in which California revoked a
debtor’s contractor’s license for failing to resolve
outstanding tax liabilities.50 Despite the revocation,
the debtor continued to operate his business unli-
censed.51 A year later, the debtor filed a Chapter 13
bankruptcy petition, served notice of it on the state,
and demanded the license’s return.52 The state re-
fused to reinstate the license.53 The debtor filed a
preliminary complaint for injunction and declara-
tory relief, arguing that the state’s refusal to re-
instate the license violated the automatic stay pro-
visions.54

The U.S. Bankruptcy Court agreed with the
debtor. First, the court determined that the state
had an affirmative duty to reinstate the debtor’s
license when it received notice of his bankruptcy

41Id.
42Absent consent by the parties, a bankruptcy court has

jurisdiction only over a disputed matter that is a ‘‘core
proceeding.’’ The concept of core proceedings is defined by
example in 28 U.S.C. section 157. Although the list of core
proceedings in section 157(b)(2) is not exhaustive, the list of
what is and what is not a core proceeding makes it clear that,
as a general rule, a matter that arises directly in a bank-
ruptcy case is a core proceeding. A matter is generally not a
core proceeding if it arises outside bankruptcy law, but a
party involved in it also happens to be involved in bankruptcy.
See, e.g., In re Yagow, 53 B.R. 737, 739-740 (Bankr. D. N.D.
1985). The U.S. Court of Appeals, Third Circuit, formulated
the most commonly used test for determining when a matter
is related to a bankruptcy case (that is, a core proceeding) —
that is, ‘‘whether the outcome of that proceeding could con-
ceivably have an effect on the estate being administered in
bankruptcy.’’ See Celotex Corp. v. Edwards, 514 U.S. 300, 308
n.6 (1995) (quoting Pacor, Inc. v. Higgins, 743 F.2d 984, 994
(3d Cir. 1984)).

43Id.
44See Mo. Rev. Stat. section 144.083.1 (‘‘Any person apply-

ing for a retail sales license or reinstatement of a revoked
sales tax license.’’) (emphasis added).

45See In re Nu-Process Brake Engineers, Inc., 119 B.R. at
701.

46See Talley v. Ala. Dep’t of Public Safety, 472 F. Supp. 2d
1323, 1325 (N.D. Ala. 2007) (citing H.R. No. 95-595 at 342,
95th Cong., 1st Sess. (1977)).

47Id.
48See, e.g., In re Burgess, 234 B.R. 793, 798 (Bankr. D.

Nevada 1999) (listing the various license revocation cases).
49414 B.R. 604 (Bankr. N.D. Cal. 2008).
50Id. at 607.
51Id.
52Id. at 608.
53Id.
54Id. at 605-606.
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filing.55 The court said that the automatic stay is
violated if a state refuses to reinstate a revoked
license on the sole basis that a debtor failed to pay a
pre-bankruptcy debt. That being the case, the court
reasoned that the state’s refusal to reinstate a
license is the same as its refusing to reinstate the
license solely because of the potential discharge of
the state’s debt in the debtor’s bankruptcy. There-
fore, the court held that the state had an affirmative
duty to undo its pre-bankruptcy petition actions.56

The state argued that it had no duty to affirma-
tively reinstate the license. It asserted that its
failure to act affirmatively sua sponte or its willful
failure to do so constituted its exercising its regula-
tory or police powers under 28 U.S.C. section
362(b)(1), which is an exception to the automatic
stay. The court rejected that argument.57

The court said that two tests had developed to
determine whether a state agency’s administrative
action falls within the police powers exception — the
‘‘pecuniary-purpose’’ test and the ‘‘public-policy’’
test.58 The pecuniary-purpose test distinguishes be-
tween governmental actions that are aimed at ob-
taining a pecuniary advantage for the government
or its citizens and those actions that represent a
direct application of the government’s police or regu-
latory powers.59 The court held that the state’s
actions failed the pecuniary purpose test because it
had no doubt that if the debtor had paid the pre-
petition tax liability, the state would have promptly
reinstated the contractor’s license. For that reason,
the court determined that the continued suspension
of the contractor’s license was unquestionably for
the purpose of ‘‘obtaining a pecuniary advantage.’’60

The court also held that the state’s actions failed
the public policy test. That test distinguishes be-
tween proceedings that effectuate public policy and
those that adjudicate private rights. If the govern-
mental agency’s action affects only the parties im-
mediately involved in the proceedings, it is exercis-
ing a judicial function, and the debtor is entitled to
the same protection from the automatic stay as if the
proceeding were being conducted in a judicial
form.61 The court said that the state mandates
contractors’ acquiring licenses in order to protect the
public from incompetent workmanship, coercive
sales practices, and deception, not to ensure the
payment of state taxes. Because the license suspen-
sion did not derive from the purpose for which the

contractor’s licensing requirement exists, the state’s
actions failed the public policy test.62

The decision in Bertuccio and the analysis the
court used to arrive at its decision may not apply to
the revocation of a sales tax license. In addition to
the safeguards imposed by the automatic stay pro-
vision, 11 U.S.C. section 525(a) provides in relevant
part:

A governmental unit may not deny, revoke, sus-
pend, or refuse to renew a license permit, . . . or
other similar grant to . . . a person that is or has
been a debtor under this title . . . solely because
such bankrupt or debtor is or has been a debtor
under this title . . . or has not paid a debt that
is dischargeable in the case under this title.63

Trust taxes such as sales taxes are non-
dischargeable in bankruptcy.64 Therefore, section
525(a) does not prevent the state’s revoking or
refusing to renew a sales tax license. Also, bank-
ruptcy courts view disapprovingly the use of the
bankruptcy proceedings for the sole purpose of
thwarting state tax collection efforts. A debtor files a
petition in bad faith, subjecting it to dismissal, if she
schedules one debt and, in addition to that, the sole
debt is a non-dischargeable sales tax liability. Reor-
ganization cannot be predicated on a two-party
dispute. State courts are available to resolve a
dispute between two parties — that is, in this case,
a taxpayer and the taxing authority.65 In those
cases, it is hard to see how the automatic stay would
be violated by the revocation of a sales tax license if
the debtor demonstrates the objective futility of
bankruptcy when she seeks a reorganization of one
debt, a sales tax liability.

The criminal-or regulatory-action exception to the
automatic stay arguably applies to a sales tax li-
cense revocation and refusal to reinstate the license.
Sales tax licenses are commonly revoked when a
licensee fails to file tax returns or remit sales taxes.
That is a direct application of a revenue depart-
ment’s police or regulatory powers, and therefore
satisfies the pecuniary-purpose test. It is a crime,
often a felony, when a business fails to file sales tax
returns or remit sales taxes. Those actions consti-
tute tax evasion, theft of trust money, or both. The
theft of trust money can serve as the underlying
offense required to charge a business with corrupt
business influence. Revoking a sales tax license is
frequently the precursor to filing criminal tax
charges. In that context, a bankruptcy court cannot
assume that a sales tax license will be reinstated if

55Id. at 614.
56Id.
57Id.
58Id. at 615.
59Id. at 616.
60Id.
61Id. at 615.

62Id. at 617.
63See 11 U.S.C. section 525(a) (emphasis added).
64See supra note 1.
65See, e.g., In re William Steiner, Inc., 139 B.R. 356, 358

(Bankr. D. Md. 1992).
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the business remits the taxes. The crimes of tax
evasion, theft, and operating a corrupt business
have occurred regardless of whether the debtor tries
to cure the filing or remittance deficiencies. Also, a
business’s practices could be sufficiently corrupt or
illegal that the taxing authority will not renew or
reinstate a revoked license in an effort to close the
business.

Revoking a sales tax license also satisfies the
public policy test. The purpose of a sales tax license
is to ensure that a revenue department knows a
business is engaged in making retail sales subject to
sales tax and filing returns to record the taxes
associated with the sales. In other words, the license
is a way of voluntarily bringing a business into the
tax system such that the tax authority can monitor
tax liabilities. The licensing requirement also en-
sures that the business is collecting sales taxes on
the taxing authority’s behalf and remitting those
taxes. If the business is not fulfilling the obligations
it assumed when it acquired a sales tax license,
revoking the license effects the license’s purpose of
ensuring compliance with the criminal and civil tax
laws.

No Affirmative Duty to Reinstate
One case does involve the revocation of a sales tax

license. In re Nu-Process Brake Engineers, Inc., the
bankruptcy court addressed the debtor’s request
that the court, under 11 U.S.C. section 105,66 order
the Missouri revenue department to immediately
reinstate the sales tax license because it was neces-
sary to the debtor’s efforts to reorganize.67 The
department had revoked the license before the
debtor commenced his Chapter 11 reorganization.68

In support of his contention, the debtor presented
evidence that he had been negotiating the business’s
sale for several months. The sales price would sat-
isfy the priority and secured claims as well as a
substantial portion of the unsecured claims. The
debtor had also operated the business for several
months under a forfeited corporate charter.69

The court noted that Missouri’s statute pertain-
ing to sales tax license revocation required that all
back sales taxes must be paid before a reinstate-

ment.70 The court held that this requirement vio-
lated the automatic stay provisions of 11 U.S.C.
section 362.71 The failure to pay pre-petition sales
taxes cannot be the sole basis to refuse to reinstate
a sales tax license.72 For that reason, the court
enjoined and restrained the Missouri revenue de-
partment from refusing to reinstate Nu-Process
Brake Engineers, Inc.’s sales tax license based only
on a debtor’s failure to pay a pre-petition debt.73

However, the bankruptcy court found that the
debtor had failed to prove that the license’s re-
instatement was essential to the business’s sale or
reorganization.74 It also held that the debtor failed
to prove that the sole reason the revenue depart-
ment refused to reinstate the sales tax license was
because the debtor failed to pay the pre-petition
sales tax liability.75 Therefore, the court denied the
debtor’s request that it order the department to
immediately reinstate the debtor’s sales tax li-
cense.76

Unlike the court in Bertuccio, the court in Nu-
Process did not conclude that the revenue depart-
ment had an affirmative duty to reinstate the sales
tax license. The court did not engage in an analysis
of the pecuniary purpose and public policy tests. The
court in Nu-Process simply asked whether the li-
cense reinstatement was essential to the business’s
bankruptcy reorganization and concluded that it
was not. It also suggested that a revenue depart-
ment must have other reasons for revoking a sales
tax license and refusing to reinstate it other than
forcing a debtor to pay pre-petition sales taxes. For
example, the revenue department could premise its
actions on its legitimate desire to stop the theft of
sales taxes and the perpetrator (that is, the debtor)
from continuing to collect trust money on the state’s
behalf. If the revenue department can identify mis-
statements on the debtor’s application for a sales tax

66Section 105 is the statutory source of a bankruptcy
court’s equity powers. But those powers are not unlimited.
See, e.g., Desarollo v. Alliance Bond Fund, Inc., 527 U.S. 308
(1999).

67See In re Nu-Process Brake Engineers, Inc., 119 B.R. at
701.

68Id.
69Id.

70See Mo. Rev. Stat. section 144.083.1 (‘‘Any person apply-
ing for a . . . reinstatement of a revoked sales tax license who
owes any tax . . . must pay the amount due plus interest and
penalties before the department may . . . reinstate the re-
voked license.’’) (emphasis added).

71See In re Nu-Process Brake Engineers, Inc., 119 B.R. at
702-703.

72Id. at 703. See also, e.g., In re Nejberger, 120 B.R. 21, 22
(Bankr. E.D. Pa. 1990) (holding that the Pennsylvania Liquor
Control Board’s refusal to renew a liquor license of a Chapter
11 debtor because the debtor owed unemployment compensa-
tion fund taxes and state taxes violated the automatic stay
provisions of the bankruptcy code).

73Id.
74Id. at 702.
75Id.
76Id. at 703.
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license, that also justifies a license revocation or a
refusal to reinstate a license.

Prosecuting a Debtor for Operating a
Business Without a Sales Tax License
Post-Bankruptcy Petition

In an unpublished decision, Griggs v. Gadsden
Revenue Dep’t,77 the Eleventh Circuit Court of Ap-
peals held that the criminal charges for doing busi-
ness without a license that were filed against a
Chapter 13 debtor in her capacity as the proprietor
of a lounge came within the police or regulatory
power exception to the automatic stay. The court
said that the city’s actions satisfied the exception
even if the city and its agents, by filing the charges,
had acted with animosity against the debtor based
on her numerous past violations of city ordinances.78

In Griggs, the proprietor of a lounge was con-
victed of failing to file liquor gross receipts affida-
vits, occupational license fee returns, and monthly
sales tax returns. She was also convicted of doing
business without a license.79 Despite the convictions
and the threat of probation revocation, the propri-
etor continued to operate her business without a
license. She filed a Chapter 13 bankruptcy petition
on May 1, 2007, following her convictions.80 After
that filing, the city served her with a summons
requiring her to appear in court and answer to the
charge of doing business without a license on four
days after the bankruptcy filing. The court convicted
the proprietor of doing business without a license,
revoked her probation, and sentenced her to four
days in jail. She filed an adversary complaint with
the bankruptcy court asserting that the state’s pros-
ecution violated the automatic stay.81

The district court rejected the proprietor’s argu-
ment. The court noted that the automatic stay
became operative when she filed her bankruptcy
petition. But it went on to say that the automatic
stay was not violated. That was because the sum-
monses charging the crimes constituted the com-
mencement of criminal proceedings or proceedings
by which the city enforces its regulatory power in
granting business licenses. Those proceedings, the
court noted, are exceptions to the general stay
provisions found in 11 U.S.C. section 362(a).82 The
district court also said that the bankruptcy laws are
not a haven for criminal offenders but are designed
to give relief from financial overextension.83 For that

reason, the district court found that the proprietor
failed to present evidence of a violation of the
automatic stay.

On appeal, the proprietor argued that a bank-
ruptcy court has the authority to enjoin criminal
proceedings when those proceedings violate the auto-
matic stay because: (1) the revenue department
brings the criminal proceeding as a ‘‘bad faith’’
subterfuge to collect a debt, and (2) the defendant
cannot raise as a defense the fact that the prosecu-
tion was instituted to collect a debt.84 The Eleventh
Circuit agreed with the district court’s decision.

Stealing trust money such as sales
taxes does not constitute financial
overextension. It is theft or tax
evasion.

The Eleventh Circuit held that the criminal pro-
ceeding initiated by the city could not have been a
subterfuge for the collection of a debt. It concluded
that because it held that the proprietor had to show
that the city criminally charged her with operating a
business without a license in order to erase the
bankruptcy judge’s authority to discharge her debts.
Nothing suggested that the city could have recov-
ered any debt as a result of prosecuting Griggs.85

The Eleventh Circuit concluded that a bankruptcy
court has ‘‘no conceivable interest’’ in any ‘‘possible
fine or imprisonment’’ which a criminal proceeding
may impose.86 Furthermore, as the district court
had said, bankruptcy proceedings are designed to
give relief from financial overextension. Stealing
trust money such as sales taxes does not constitute
financial overextension. It is theft or tax evasion,
but nothing more. Therefore, the decision in Griggs
lends support to the notion that a revenue depart-
ment can revoke a sales tax license either before or
after a petition for bankruptcy has been filed, the
department does not have an affirmative duty to
reinstate the license after receiving notice of the
bankruptcy, and the department can, despite the

77327 Fed. Appx. 186, 2009 WL 1564138 (11th Cir. 2009).
78Id. at 188.
79Id. at 187.
80Id.
81Id.
82Id.
83Id. at 188 (citing Talley v. Ala. Dep’t of Pub. Safety, 472

F. Supp. 2d 1323, 1325 (N.D. Ala. 2007)).

84Id.
85Id.
86Id. See also Callaway v. Hernandez, No. 2:07-CV-132-

FtM-29SPC, 2010 WL 1249936 (M.D. Fla. Mar. 25, 2010).
That is an unpublished decision in which the federal district
court cites Griggs v. Gadsden Revenue Dep’t as providing
persuasive reasoning. In Callaway, the district court held
that the city did not violate the automatic stay when the
county, acting under its police power as a government agency,
initiated an administrative proceeding to enforce code viola-
tions. The county accused the debtor of code violations regard-
ing the use of the property without a proper permit and the
failure to obtain an occupational license. See Callaway, 2010
WL 1249936 at *6, *7.
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pending bankruptcy, prosecute the debtor for oper-
ating her business without a license.

Conclusion
Defendants charged with violating the criminal

law frequently seek to gain procedural advantages,
using various strategies designed to confuse, delay,
overwhelm, and distort the prosecution. Defendants
charged with tax crimes are no different. A tax
evader’s offensive use of the bankruptcy process to
challenge tax liabilities and derail a tax prosecution
is a standard tool in the criminal defense toolbox.
Though the use of those tactics can cause prosecu-
tors extra work when defending against them, pros-
ecutors should not fear their use and, in some
instances, even welcome it.

A tax evader’s bankruptcy creates
information that the prosecution
can use against the defendant in
the criminal prosecution.

A tax evader’s bankruptcy creates information
that the prosecution can use against the defendant
in the criminal prosecution. For example, a taxpayer

defending against a tax evasion charge at trial or
challenging a conviction for it on appeal will often
assert that the prosecution failed to present suffi-
cient evidence that there was a tax deficiency he
owed the state and failed to pay.87 If a taxpayer has
filed a bankruptcy petition in order to confound the
prosecution, that petition must include a specifica-
tion of debts — that is, a specific statement of the tax
liabilities owed to the state and when they were
incurred. That specification is an admissible admis-
sion that the defendant owes the state a tax liability,
the amount owed, and when it was incurred. That
admission will either satisfy the prosecution’s bur-
den to establish a tax liability in the criminal
proceeding or it will significantly aid the prosecution
with its evidentiary burden. The admission is also
helpful in any state civil litigation. Taxpayers
should think long and hard before they use the
bankruptcy ploy as a means to combat a criminal tax
prosecution or civil tax enforcement. ✰

87See, e.g., State v. Eyre, 179 P.3d 792 (Utah 2008) (defend-
ant argued that his six felony convictions for tax evasion
should be overturned because the prosecution failed to prove
that he owed taxes).
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