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The statute itself is deceptively simple. Section 6402(a) provides 
that the IRS, “within the applicable period of limitations, may credit 
the amount of [any] overpayment, including any interest allowed thereon, 
against any liability in respect of an internal revenue tax on the part 
of the person who made the overpayment and shall . . . refund any 
balance to such person.”  
 

But note that limiting phrase: “within the applicable period of 
limitations.” And also note that the statute itself says nothing about 
the “right of offset” that is available to the government in court when 
the taxpayer sues for a refund. In this article, we will focus on those 
two phrases, both affecting the outcome of many refund claims filed each 
year. Note that we will not deal with the rest of section 6402, which 
mainly allows the IRS to act as a collection agency for such things as 
past-due support payments, debts owed to federal agencies, and past-due 
state income tax obligations. 
 

Offset of Unrelated Items in the Same Tax Year 
 

Both the right of offset and the statute of limitations were 
involved in Pacific Gas and Electric Co. et al. v. United States , 55 
Fed. Cl. 271, Doc 2003-4818 , 2003 TNT 36-64  (2003). The case involved a 
1988 calculation of interest due on an overpayment of $36,998,114 for 
1982. That calculation resulted in an erroneous overpayment of interest 
to PG&E of $3,370,545. The overpayment came to light in 1992, when PG&E 
sought another refund for the 1982 taxes. The IRS offset the $3,370,545 
interest overpayment against the amount otherwise due. PG&E objected and 
filed suit, arguing that the excess overpayment interest was an 
erroneous refund and could properly be recovered only through a suit by 
the government under section 7405 and not an offset under section 
6402(a). 

The statute of limitations for a suit under section 7405, however, 
is two years. Thus, argued PG&E, the offset was time-barred and improper 
because it occurred more than two years after the erroneous interest 
refund. The IRS disagreed. It pointed out that the statute of 
limitations is relevant only if the suit is brought to collect the 
erroneous refund. Under the case law dealing with offsets, the IRS 
contended, it had a right to recover the $3,370,545 in the manner that 
it had.  
 

The issue in a suit for refund is the amount of overpayment for 
the year involved, not just the tax treatment of the items covered by 
the taxpayer’s complaint. The IRS pointed out that the amount of 
overpayment for a year cannot be determined without proper reduction for 
any additional tax, interest, or penalty that may be due for that year. 
The Court of Federal Claims agreed with the IRS, based on a line of 
cases beginning with the Supreme Court’s decision in Lewis v. Reynolds ,
284 U.S. 281 (1932). Offset was available to the government, concluded 
the court, because both the tax overpayment to be refunded to the 
taxpayer and the interest overpayment sought to be recouped from the 
taxpayer involved the same tax year, the same tax, and the same 
taxpayer. That the statute of limitations had run on the government 
directly recovering the interest overpayment was irrelevant in an offset 
situation. 
 

Deficiency Interest vs. Statutory Interest  
 

The Court of Appeals for the Federal Circuit disagreed. In doing 
so, it did not repudiate Lewis v. Reynolds . Rather, it distinguished the 
Pacific Gas  situation from the Lewis v. Reynolds  type of judicial offset 
situation. Contrary to the claims court decision, the interest 
overpayment that the government sought to recover by offset was not a 
tax. Erroneously calculated statutory interest is not an assessable 
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amount, unlike the tax deficiency, deficiency interest, and tax penalty 
usually seen in the offset situation, explained the appeals court. 
“Because the courts have distinguished components of tax liability which 
are assessable amounts from statutory interest which is not a tax 
liability component or assessable, we have found no convincing reason 
the two quantities should be treated the same,” wrote Senior Circuit 
Judge Glenn Leroy Archer Jr.  
 

At first blush, that sounds almost like double talk. Deficiency 
interest is assessable but statutory interest is not? What is the 
difference? The basic difference is that deficiency interest is 
additional money due the government that arises as a result of the 
taxpayer’s underpayment of tax. It is assessed and collected as a tax. 
Any reference to “any tax imposed by this title shall be deemed also to 
refer to interest imposed by this section on such tax,” according to 
section 6601(e). Statutory interest, as explained by Judge Archer, 
“arises simply because the government had possession of the taxpayer’s 
funds.” Concluded Judge Archer: 
 

The tax code provides an integrated and comprehensive statutory 
scheme for assessing, collecting, and refunding taxes, deficiency 
interest, and penalties. Lewis v. Reynolds  and its progeny did not 
disturb this framework; they merely applied the refund provision 
requiring an overpayment. Were we to hold that the IRS is correct 
in determining that an offset is permissible here, we would be 
going outside this well-tailored statutory scheme.  

 
While Judge Archer recognized that the result was a windfall for 

Pacific Gas, “‘we cannot base our resolution of the issue before us on 
the equities of a particular factual situation,’” he said, quoting 
O’Bryant v. United States, 49 F.3d 340, 346-7, Doc 95-3184, 95 TNT 57-15 
(7th Cir. 1995). 
 

Setoff in Bankruptcy 
 

The Bankruptcy Code may often provide an additional overlay to an 
offset situation. Some of the IRS tax claims in a chapter 7 bankruptcy 
are dischargeable and some are not. To the extent the taxpayer may 
accrue before the bankruptcy a right to a tax refund that is not claimed 
until after, the taxpayer could be viewed as being unjustly enriched to 
the amount of the dischargeable taxes unless the IRS preserved its right 
to set off those tax claims against the refund. The effect of not 
allowing those offsets would be to encourage the occasional taxpayer to 
make overpayments of taxes in the time immediately before filing 
bankruptcy that then could be recovered by filing the refund claim after 
the bankruptcy filing. 
 

What is involved under current law1 is illustrated on a small 
scale by In re: Adam Patrick Pigott et ux., No. 05-10327-MAM-7, Doc 
2005-17494, 2005 TNT 162-13 (Bankr. S.D. Ala., Aug. 5, 2005). In Pigott,
the taxpayers had not filed their 2004 Form 1040 when they filed their 
bankruptcy case on January 20, 2005. They listed the IRS as a creditor 
for unpaid taxes of $10,236 covering 1996, 1998, 1999, 2000, and 2003. 
They also claimed they had an exempt asset of $5,125 of “Potential 2004 
Federal and State Tax Refunds.” The parties agreed that the 1996 and 
1998 tax claims were dischargeable while the 1999, 2000, and 2003 claims 
were not. But the government challenged the exempt asset classification 
of the potential refund for 2004.  
 

1 As mentioned in the conclusion, section 718 of the 2005 Bankruptcy Reform Act does make a change in 
the setoff rules, effective October 17, 2005. 
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“The issue presented,” wrote Bankruptcy Judge Margaret A. Mahoney, 
“is whether the IRS is entitled to offset the unpaid dischargeable tax 
debt of the debtors against any tax overpayment prior to remitting a 
refund to the debtors.” Bankruptcy Code section 553 generally does not 
affect the right of a creditor (such as the IRS) to offset a debt owed 
to it against the claim of the debtor (such as the Pigotts) against it, 
so long as both arose before the commencement of the bankruptcy 
proceeding. That does not “create a federal right of setoff. It 
preserves setoff rights that otherwise are present under nonbankruptcy 
law,” explained Judge Mahoney. 
 

At the same time, Judge Mahoney continued: 
 

Case law has held that there is a distinction between an 
overpayment and a refund. “An ‘overpayment’ is defined as ‘any 
payment made by the taxpayer over and above the tax liability.’” 
Pettibone Corp. v. U.S.  (In re Pettibone Corp. ), 151 B.R. 156 
(Bankr. N.D. III. 1992) (citing Steiner v. Nelson , 309 F.2d 19, 21 
(7th Cir. 1962); In re Siebert Trailers, Inc. , 132 B.R. 37,41 
(Bankr. E.D. Cal. 1991)). A refund is “an obligation of the IRS to 
pay the taxpayer an overpayment.” Id . (citing the same cases and 
Bellows v. U.S. , 86-2 U.S.T.C. paragraph 9564 (N.D. III. 1986)). 
An overpayment “does not necessarily create a debt due to the 
taxpayer because . . . [the taxpayer] has no right to . . . [an] 
overpayment until after the IRS has exercised its discretionary 
powers under I.R.C. section 6402(a)." Id . at 163. The taxpayer 
only has a refund right after the IRS has credited any overpayment 
to other underpaid taxes, if the IRS chooses to do so. Id . The 
case of Estate of Bender v. Comm’r of Int. Rev. Service , 827 F.2d 
884 (3rd Cir. 1987) held that overpayments are not assets of the 
taxpayer until the IRS credits any overpayment to unpaid taxes. 
“We are not persuaded that it is reasonable for a taxpayer to 
assume that he will receive an income tax refund from the IRS when 
he has a net income tax liability in his overall account, 
particularly when the published policy of the IRS states that 
offsets are applied as a matter of course.” Id . at 887. See also 
Campbell v. U.S. , 889 F.2d 658, 661 (5th Cir. 1989). 

 
The IRS clearly had setoff rights under nonbankruptcy law, that is, 

the Internal Revenue Code. It would be entitled to exercise those rights 
if the Pigotts had a refund due them from the IRS. But the Pigotts had 
not yet filed their 2004 federal income tax return, so their refund was 
more an expectancy than a live claim. Any actual refund to which they 
were entitled would be based on a return filed after they had filed 
their bankruptcy petition.  
 

Judge Mahoney concluded that the 2004 tax overpayment could not 
even be an asset of the bankruptcy estate -- let alone an exempt asset -
- until the return had been filed, the IRS had determined the correct 
amount of the overpayment for 2004, and the IRS had offset against that 
overpayment any unpaid tax liabilities. “Since an overpayment is not 
credited to the debtor until after offsets have occurred,” wrote Judge 
Mahoney, “if the IRS chooses to make such offset, there is no property 
interest in a debtor until the refund has been declared.” At the same 
time, the transactions underlying any refund claim for 2004 arose before 
bankruptcy was filed, so the IRS would have a right to offset its claims 
in bankruptcy against any overpayment deemed to be due the Pigotts as a 
result of a 2004 refund claim. 
 

Bankruptcy Discharge and Tax Offsets 
 

Pigott  and United States v. Luongo , 259 F.3d 323, Doc 2001-23380 ,
2001 TNT 175-46  (5th Cir. 2001), involve types of situations often 
encountered by tax practitioners. In Luongo , as in Pigott , a taxpayer 
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who had filed bankruptcy had a refund coming for the year before the 
bankruptcy filing based on a return not filed until after the bankruptcy 
filing. When that happens, the taxpayer is typically outraged. The 
refund to which he was entitled has been “confiscated,” as the taxpayer 
sees it, by the IRS offsetting against it the taxes that were 
discharged. The taxpayer’s reaction? “They can’t do that to me; those 
taxes were DISCHARGED!” Whether the IRS can or cannot may depend on the 
jurisdiction and the court. 
 

Constance Luongo filed her chapter 7 bankruptcy petition on May 
19, 1998, in Texas. She owed the IRS taxes for 1993 but had not yet 
filed her 1997 return. She reported no assets, the IRS filed no claim 
against her in the bankruptcy, and she was discharged from bankruptcy on 
September 10, 1998. That discharge included discharge from personal 
liability for her 1993 income taxes. On August 15, 1998, she had filed 
her 1997 return under an automatic extension. It showed she was entitled 
to a refund of $1,395.94. In November 1998, after the bankruptcy 
discharge, the IRS applied all of the refund for 1997 against Ms. 
Luongo’s 1993 discharged taxes. 
 

Ms. Luongo then moved to reopen her chapter 7 bankruptcy case. She 
filed amended schedules with the court, showing her 1997 income tax 
overpayment as an exempt asset. The IRS made no objection. She then 
sought an order from the court directing that the IRS turn over to her 
the 1997 tax refund. The IRS did object to that. Both the taxpayer and 
the IRS agreed that there was a substantial split in the case authority 
regarding the propriety of an IRS setoff when the debtor’s tax refund is 
for a year that ended before the filing of the bankruptcy petition in 
connection with a return that had not yet been filed at that time.  
 

The IRS, of course, took the position -- as it had done with Ms. 
Luongo -- that such an offset was proper. The taxpayer took the contrary 
position, citing in particular Alexander v. IRS , 225 B.R. 145, Doc 98-
1208, 98 TNT 79-16 (Bankr. W.D. Ky. 1998). In that case, Maurice 
Alexander claimed an anticipated income tax refund as an exempt asset in 
his chapter 7 bankruptcy petition. The IRS did not object. After Mr. 
Alexander filed his tax return claiming the refund, however, the IRS 
applied the entire refund to his prior tax debt. Mr. Alexander objected 
and asked the bankruptcy court for help. The bankruptcy court concluded 
that Mr. Alexander’s tax refund became exempt under 11 U.S.C. section 
522(a) after no objections were filed by the IRS to the claimed 
exemption. Moreover, the earlier tax debt was a dischargeable tax. 
Because Mr. Alexander properly exempted the tax refund, the refund was 
property ultimately distributable to him and not to the creditors. 
Therefore, offset was impermissible under 11 U.S.C. section 553.  
 

The bankruptcy judge in Luongo  agreed with the reasoning in 
Alexander  and ordered the IRS to proceed to make the refund without any 
offset for the discharged taxes. However, in United States v. Luongo ,
255 B.R. 424, Doc 2000-13120 , 2000 TNT 93-13  (N.D. Tex. 2000), District 
Judge Eldon B. Mahon reversed the bankruptcy court’s holding and ruled 
that the IRS had a right of offset before the bankruptcy commenced, and 
that right of offset was not lost by virtue of Ms. Luongo’s bankruptcy 
proceeding. Thus, the issue that came to the appeals court in Luongo  was 
whether to reinstate the bankruptcy court holding or affirm its reversal 
by the district court.  
 

The Luongo Appeals Court 
 

Circuit Judge Fortunato P. Benavides dealt directly with the basic 
contention by Ms. Luongo that the setoff of the discharged taxes against 
the refund was improper. Bankruptcy Code section 524(a)(2) provides, “A 
discharge in a case under this title operates as an injunction against . 
. . an act to collect, recover, or offset  any such debt as a personal 
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liability of the debtor.” (Emphasis added by Judge Benavides.) “There is 
an apparent inconsistency,” said Judge Benavides, “between section 
524(a)(2)’s prohibition on offsets and section 553's recognition of 
setoff rights.” 

The “vast majority of courts” that have considered the 
inconsistency, however, have concluded that a debtor’s discharge in 
bankruptcy does not bar a creditor from asserting its right to setoff so 
long as the creditor complies with Bankruptcy Code section 553. In a tax 
context, that includes the requirement that the refund claim being 
offset arose before the commencement of the bankruptcy case. As applied 
to the facts in Luongo , explained Judge Benavides, by December 31, 1997, 
“all of the events necessary to establish Appellant’s tax liability for 
her 1997 tax year had occurred. The date she actually filed her return 
is not relevant in determining when the debt arose.” 
 

Thus, the right to a refund would be property of the estate. As 
such, it might be exempted by Ms. Luongo under Bankruptcy Code section 
522. But how much of the refund is actually property of the estate? 
Judge Benavides pointed out that in light of the offset made by the IRS 
under section 6402(a), “the debtor [Ms. Luongo] was not entitled to a 
refund and the tax refund did not become property of the estate. Absent 
an interest in the estate to the refund, it could not properly be 
exempted by the debtor under sec. 522.”  
 

Conclusion 
 

Tax practitioners who help clients with refund claims need to be 
careful in evaluating the amount of refund the taxpayer will get. The 
taxpayer may have a perfectly valid right to a refund, based on the 
issues raised in the taxpayer’s claim for refund, and yet never get that 
refund because of offsets. The first hurdle to be surmounted is that the 
government may raise other issues involving the return itself. That can 
happen at the administrative level, but it also can happen in court. In 
a refund suit, the taxpayer must establish the correct amount of tax 
that is due for the year or return. Thus, the government is free to 
raise any issues it wishes regarding the tax for that year regardless of 
the fact that the statute of limitations on asserting deficiencies for 
those matters has expired. The prudent tax practitioner raises those 
questions with the taxpayer before either invest too much time or 
expense in the refund effort. That is especially true if the refund 
matter is to be handled for a fee that is partially or wholly contingent 
on the amount of the refund. 
 

Even after a refund has been ordered by a court or the IRS, 
section 6402(a) allows the amount otherwise refundable to be offset by 
other tax liabilities owed by the taxpayer for other taxes and other 
years. Whether a setoff will be made is discretionary with the IRS, but 
its policy is to make setoffs whenever it has that right.  
 

A major exception to the right of setoff has arisen when a taxpayer 
has been discharged from personal liability for specific tax obligations 
in a bankruptcy. As to those taxes, there may still be a right of 
setoff, but it will apply only to tax refunds otherwise due when the 
transactions giving rise to the refund occurred before the filing of the 
bankruptcy. State law may make those refunds exempt from the claims of 
creditors, so it is common practice for the refund claim to be listed as 
an exempt asset in the bankruptcy filing. Even then, whether the setoff 
will be allowed by the bankruptcy court has been subject to that court’s 
discretion. There are cases going both ways, although we have discussed 
only a few. The court in a bankruptcy proceeding does not view tax law 
questions the way another court might. The tax law issues can get 
intertwined with the concern of the bankruptcy court that the debtor be 
able to get a new start, which seemed to affect the bankruptcy court’s 
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decision in the Alexander  case. The interaction of tax rules with 
bankruptcy procedures is an area in which the tax practitioner may want 
to defer to the bankruptcy attorney or disclaim completely any advice to 
the client. Note, however, that for bankruptcy petitions filed after 
October 16, 2005, the bankruptcy law has been changed to allow setoffs 
against estate assets without the bankruptcy court issuing an express 
court order. Clients who find their discharged taxes collected by a 
refund offset are no less likely to be outraged, but bankruptcy court 
opinions akin to Luongo , Alexander , and Pigott  are far less likely to 
arise in the future.  
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