IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 97-20423

In The Matter O : ROGER B HARDEE,
Debt or .

ROGER B HARDEE
Appel | ant,

V.

| NTERNAL REVENUE SERVI CE; KENNETH R HAVI S, Trustee,

Appel | ees.

Appeal fromthe United States District Court
for the Southern District of Texas

April 1, 1998
Before KING EMLIO M GARZA, and DeM3SS, Circuit Judges.
KING Circuit Judge:

Debt or - appel | ant Roger Hardee appeals the district court’s
judgnent affirm ng the bankruptcy court’s judgnent that the 26
US C 8 6621(c) interest that he paid in excess of the regular
interest rate is excepted froma Chapter 7 discharge in
bankruptcy. W affirm

| .  FACTUAL & PROCEDURAL BACKGROUND

Debt or - appel | ant Roger Hardee tinely filed his federal

incone tax returns for the 1983 and 1984 tax years and received

refunds for each year. On October 16, 1995, the Internal Revenue



Service (IRS) nmade additional assessnents for both years. For
1983, the I RS assessed unpaid taxes in the anount of $10,638 and
interest in the amount of $29, 359.59 under 8 6621(c) of the

I nt ernal Revenue Code, which provides for increased interest on
substanti al underpaynents of tax attributable to tax-notivated
transactions. See 26 U.S.C. 8 6621(c) (repealed 1989). For
1984, the I RS assessed unpaid taxes in the anount of $5061 and

i nterest under 8§ 6621(c) in the anmbunt of $11,514.82. On
Decenber 18, 1995, the | RS assessed additional interest amounts
for 1983 and 1984 of $499.96 and $207. 25, respectively.

On Decenber 18, 1995, Hardee paid the IRS $33,173.36 and
$14,060. 34 for the assessments on 1983 and 1984, respectively.
Hi s remai ning bal ance is $7314.19 for 1983 and $2722.73 for 1984,
These anounts represent the additional interest that Hardee nust
pay under 8 6621(c) above the regular rate of interest for
under paynents under 8§ 6621(a).

On January 2, 1996, Hardee filed a petition for relief under
Chapter 7 of the Bankruptcy Code and subsequently received a
di scharge. Hardee then comenced this adversary proceeding to
determ ne the dischargeability of the increased interest inposed
by 8§ 6621(c) for his 1983 and 1984 tax liability. Hardee noved
for summary judgnent in the bankruptcy court, asserting that the
additional interest was a dischargeable, “nonpecuniary |oss
penal ty” under 11 U S.C. 8 523(a)(7). The IRS opposed the notion
and filed a cross-notion for sunmary judgnent asserting that the

additional interest was excepted from di scharge under 11 U S. C



88 523(a)(1)(A) and 507(a)(8)(A) as part of the underlying
nondi schargeabl e tax or under 11 U. S.C. 88 523(a)(1)(A) and
507(a)(8) (G as a “pecuniary loss penalty.”

The bankruptcy court denied Hardee’s notion and granted the
IRS's. Hardee then filed an unsuccessful notion for
reconsi deration. On appeal, the district court affirnmed the
bankruptcy court’s judgnent. Hardee now appeals to this court.

1. STANDARD OF REVI EW

In this case, the facts are undi sputed, and both parties
agree that this case presents only questions of |law, specifically
gquestions of statutory interpretation, which we review de novo.

See Bruner v. United States (In re Bruner), 55 F.3d 195, 197 (5th

Cir. 1995).
[11. DI SCUSSI ON
Section 6621(c) of the Internal Revenue Code, which has
since been repealed, set the rate of interest for substanti al
under paynent s (under paynents over $1000) of tax attributable to
tax-notivated transactions at 120 percent of the regul ar

under paynent rate. 26 U S.C. 8§ 6621(c) (repealed 1989).! Hardee

! The relevant portions of § 6621 in effect during the
rel evant period read as foll ows:

(a) General rule.--

(Zj Underpaynent rate.--The underpaynent rate
established under this section shall be the sum
of - -

(A) the Federal short-termrate
det erm ned under subsection (b), plus
(B) 3 percentage points.

(cj Interest on substanti al under paynent s
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argues that the increased interest inposed by 8 6621(c) over and
above the regular rate is a penalty that was di scharged by his
Chapter 7 bankruptcy proceeding. See 11 U S.C. § 727(a).

Under Chapter 7, an individual debtor is entitled to a
di scharge of all pre-existing debts with sone exceptions,
i ncluding those provided for in 8 523 of the Bankruptcy Code.
Id. 8§ 727(a)-(b). Section 523 lists exceptions from di scharge,
including taxes referred to in § 507(a)(2) and (a)(8), regardless
of whether a claimfor such taxes has been filed, and certain
penal ties payable to the governnent. 1d. 8 523(a)(1)(A),
(a)(7).?2 Section 507(a)(8), which relates to the priority of

attributable to tax notivated transactions. --

(1) In general.--1n the case of interest
payabl e under section 6601 with respect to any
substanti al underpaynent attributable to tax
notivated transactions, the rate of interest
establ i shed under this section shall be 120
percent of the underpaynent rate established under
this section.

26 U S.C. 8 6621 (subsection (c) repeal ed 1989).
2 The relevant portions of 8§ 523 read as foll ows:

(a) A discharge under section 727 . . . of this
title does not discharge an individual debtor from any
debt - -

(1) for a tax or a custons duty--

(A) of the kind and for the periods
specified in section 507(a)(2) or 507(a)(8)
of this title, whether or not a claimfor
such tax was filed or allowed;

(7) to the extent such debt is for a fine,
penalty, or forfeiture payable to and for the
benefit of a governnental unit, and is not
conpensation for actual pecuniary |oss, other than
a tax penalty--

(A) relating to a tax of a kind not
specified in paragraph (1) of this
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clains, includes taxes neasured by inconme or gross receipts that
have been assessed within 240 days before the filing of the
debtor’s bankruptcy petition and penalties related to such taxes,
whi ch constitute conpensation for “actual pecuniary loss.” |[|d.
§ 507(a)(8).3

Both the district and bankruptcy courts held that the
i ncreased i nterest payable under 8 6621(c) is nonethel ess
interest and part of the underlying tax debt and therefore that
it is excepted fromdischarge in a Chapter 7 bankruptcy under
88 523(a)(1)(A) and 507(a)(8)(A)(ii). Both courts went on to

hold that, even if 8 6621(c) interest is a penalty, it is a

subsection; or

(B) inposed with respect to a
transaction or event that occurred before
three years before the date of the filing of
the petition;

11 U.S.C. § 523.
% The relevant portions of 8§ 507(a)(8) read as follows:

(8) Eighth, allowed unsecured cl ai ns of
governnental units, only to the extent that such clains
are for--

(A) a tax on or neasured by inconme or gross
recei pts--

(ii1) assessed within 240 days, plus any
time plus 30 days during which an offer in
conprom se wWith respect to such tax that was
made within 240 days after such assessnent
was pendi ng, before the date of the filing of
the petition; or

(G a'pénélty related to a claimof a kind
specified in this paragraph and in conpensation
for actual pecuniary |oss.

11 U.S.C. § 507(a)(8).



penalty for actual pecuniary loss to the governnent and it would
t herefore be excepted from di scharge under 88 523(a)(1)(A) and
507(a)(8) (G . In response to Hardee’'s argunent that 8§ 523(a)(7)
bars 8§ 6621(c) interest from§ 523’ s exceptions to discharge,
both | ower courts found 8 523(a)(7) to be inapplicable because
the increased interest is not punitive in nature.

The cross-references between 88 507 and 523 create several
possi bl e paths to a disposition of this case. W w | approach
t he question of whether 8§ 6621(c) additional interest is excepted
fromdi scharge as the I ower courts did--step by step, beginning
with whether the additional interest is interest or a penalty.*

A | nterest or Penalty?

The Suprenme Court has considered whether interest is a
penalty or nerely interest twice before in relation to the

Bankruptcy Act of 1898. In United States v. Childs, 266 U. S.

304, 307 (1924), the Court defined both penalty and interest: “A
penalty is a neans of punishnent; interest a neans of

conpensation.” In Meilink v. Unenploynent Reserves Commin, 314

U S 564, 570 (1942), the Court distinguished a “penalty as a

fi xed ad val orem anmount taking no account of tine” from*®interest

4 Hardee argues that this issue has already been deci ded by
this court, but the cases upon which he relies refer to 8 6621(c)
interest as a penalty whil e deciding another issue w thout
considering the nature of 8 6621(c) interest. See Durrett v.
Commi ssioner, 71 F.3d 515, 517 (5th Cr. 1996) (review ng whet her
t axpayers | acked a profit notive bringing themwthin
transactions to which 8 6621(c) applied); Heasley v.
Commi ssi oner, 902 F.2d 380, 385-86 (5th Cr. 1990) (review ng
whet her a transaction was tax notivated). |In both cases, the
description of the interest as a penalty is, at best, dicta.
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whi ch does depend on tine.” The Childs Court noted that “the
power that creates [an] obligation can assign the neasure of its
del i nquency--the detrinent of delay in paynent.” 266 U S. at
308. The Meilink Court found that a “nere difference in rates”
does not establish that an increased rate is a penalty. 314 U S.
at 567. The Court recognized that risk is an inportant factor
causing interest rates to vary froma general conpensatory rate:
It is conmmon know edge that interest rates vary

not only according to the general use val ue of nobney

but also according to the hazard of particul ar cl asses

of loans. Delinquent taxpayers as a class are a poor

credit risk; tax default, unless an incident of

legitimate tax litigation, is, to the eye sensitive to

credit indications, a signal of distress. A rate of

interest on tax delinquencies which is lowin

conparison to the taxpayer’s borrowing rate--if he can

borrow at all--is a tenptation to use the state as a

convenient, if involuntary, banker by the sinple

practice of deferring the paynent of taxes.
ld. Therefore, the Court acknow edged that an exaction having in
part a deterrent effect does not neke that exaction a penalty.
Additionally, the Meilink Court added that the expense of
handling a particular collection itemcan also legitimately vary
the rate of interest. |d.

More recently, the Suprene Court has had the opportunity to
determ ne whether a particular exaction was a tax or a penalty

under the current Bankruptcy Code. See United States v.

Reorgani zed CF & | Fabricators of Utah, Inc., 518 U S. 213, 116

S. . 2106 (1996). The Court took a functional approach to this
determ nation, |ooking beyond the [abels in the Bankruptcy and
I nternal Revenue Codes. 1d. at 2111-12. This court has taken a

simlar approach in the past. See Mahon v. United States
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| nternal Revenue Serv. (In re Unified Control Sys., Inc.), 586

F.2d 1036, 1037 (5th Cr. 1978) (considering whether an excise
tax was a penalty and noting that the | abel given an exaction in
the Internal Revenue Code is not dispositive and nust be
considered in its context). However, while |ooking beyond them
| abel s can informa determnation; in Childs, the fact that a
statute | abeled different exactions as a penalty and as interest
was relevant to whether the interest was a penalty. 266 U S at

309-10; see also Unified Control Sys., 586 F.2d at 1037

(considering the label in context).

To determ ne whether the 8 6621(c) additional interest is a
penalty, the followi ng factors are relevant: (1) the |anguage of
the provision, (2) the formof the sanctions, (3) the
confiscatory nature of the sanction, and (4) the |egislative

hi story of the provision. See Unified Control Sys., 586 F.2d at

1038-39 (considering a 200% excise tax); see also Reorgani zed CF

& | Fabricators, 116 S. . at 2113-14 (finding a 10% sancti on on

t he underfundi ng of a pension plan to be a penalty based upon the
| egislative history of the provision and its function); Meilink,
314 U.S. at 569-70 (finding a 12% interest rate (2% hi gher than
the maxi num al | owabl e private rate under the state constitution)
to be interest and not a penalty based upon its function, form
and | abel).

First, the | anguage of the Internal Revenue Code denom nates
the 8 6621(c) exaction as interest. 26 U S.C 8§ 6621. Section

6621(c) appears in the sane section as the regul ar under paynment



rate and is a substitute for the regul ar underpaynent rate. See
id. Additionally, the 8§ 6621(c) rate is located in the
subchapter on interest and not in the subchapter on penalties.
See id. chs. 67-68. Labels are not dispositive, but the

pl acenment of the provision and its |abel are informative, as in
Childs, when considered in relation to how Congress has

denom nated and pl aced provisions that it considers to be

penal ties.

Second, in form 8 6621(c) interest is applied in the sane
manner as the regular rate of interest. See id. 88 6601, 6622.
It is conpounded daily and only accrues while the debt is overdue
and remains unpaid. 1d. The taxpayer can end the inposition of
the interest by paying the tax debt. Nothing about 8§ 6621(c)

i nterest suggests that it is applied in any way unlike the
application of the regular interest rate to a tax debt.

Third, the regular interest rate ranged between 9% and 13%
during the relevant tine period, and the 8§ 6621(c) 20% i ncrease
over the regular interest rate ranged between 10.8% and 15. 6%
during that period. Therefore, the increase due to 8 6621(c)
ranged between 1.8% and 2.6% which is simlar to the increased
rate in Meilink; the 8 6621(c) additional interest is not nearly

as burdensone an exaction as the one at issue in Unified Control

Systens (200% and is significantly |l ess so than the one at issue
in Reorganized CF & | Fabricators (10%. Therefore, 8§ 6621(c)

interest rate is not confiscatory in nature.



Fourth, the legislative history of §8 6621(c) is sparse.
That which is available lists 8§ 6621(c) anong ot her penalty
provi sions enacted in response to the tax court backlog. See
H R Cow. Rep. No. 98-861, at 985 (1984) (in section describing
8§ 6621, noting “that a nunber of the provisions of recent

| egi sl ati on have been designed, in whole or in part, to deal with

the Tax Court backlog” and listing as exanpl es *adjustnment of
interest rates (sec. 6621),” valuation overstatenent and

subst anti al understatenent penalties, and increased damages for
del aying or frivolous tax court proceedi ngs (enphasis added)),

reprinted in 1984 U. S.C.C A.N. 1445, 1673. At nost, this

associ ation highlights the deterrent effect that Congress
i ntended the provision to have in order to aid in easing the
burden on the system of tax dispute resol ution.

Under the above factors, 8 6621(c) increased interest is
interest and not a penalty. It also fits neatly within the
Suprene Court precedent of Childs and Meilink. The § 6621(c)
exaction depends upon tinme, which distinguishes it froma

penalty. See Meilink, 314 U. S. at 570. Section 6621(c) reaches

del i nquent taxpayers, who have engaged in certain tax-notivated,
sham transactions that Congress felt increased the burden upon
the tax court system See H R Cow. Rep. No 98-861, supra.
Congress can legitimately vary the interest rate because of its
desire to deter the transactions which lead to this burden and
the increased cost of collection created by this burden. See

Meilink, 314 U S. at 567. The next step is to determ ne whet her
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8§ 6621(c) interest is part of the underlying tax debt or just a
pecuni ary penalty.

B. Pecuniary Penalty or Part of the Underlying Tax Debt?

This court has already determ ned that interest payable in
respect of a tax debt is a penalty “in conpensation for actual

pecuni ary | oss” under 8§ 507(a)(8)(G. See Jones v. United States

(Inre Garcia), 955 F.2d 16, 18-19 (5th Cr. 1992). It follows

that 8 6621(c) interest falls within 8 507(a)(8)(GQ, making the
next step in our determ nation whether interest is part of the
underlying tax debt or just a pecuniary penalty. W expressly

left this question open in Garcia. See id. at 19.

In In re Larson, 862 F.2d 112, 118-19 (7th Gr. 1988), the

Seventh Circuit has directly addressed whether interest is part
of the underlying tax debt and answered in the affirmative. The
Larson court considered the Bankruptcy Code’ s definition of
“clainf in 8 101 and its exclusion of only post-petition interest
froman allowed claimin 8 502. See id. at 119; see also 11
US C 88 101(5) (defining “clainf to be a “right to paynent,”
whet her or not |iquidated, fixed, matured, disputed, or secured),
502(b) (allowng a “claimin such anpbunt, except to the extent
that-- . . . such claimis for unmatured interest”). Therefore,
the Larson court found that pre-petition interest is part of the

allowed claim that is the underlying tax debt. 1d.; accord

United States v. HGD. &J. Mning Co. (Inre HGD. &J. Mning

Co.), 74 B.R 122, 124-25 (S.D. W Va. 1986), aff’'d, 836 F.2d 546
(4th Gr. 1987) (unpublished table decision); In re Hall, 191
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B.R 814, 816-17 (Bankr. D. Al aska 1995); Pierce v. United States

(Inre Pierce), 184 B.R 338, 344 (Bankr. N.D. lowa 1995);

Brinegar v. United States (In re Brineqgar), 76 B.R 176, 178-79

(Bankr. D. Colo. 1987); In re Treister, 52 B.R 735, 737 (Bankr.

S.D.N Y. 1985); 4 Co.LIER ON BANKRUPTCY § 523.07[ 7], at 523-38
(Lawrence P. King ed., 15th ed. rev. 1997); cf. Bruning v. United

States, 376 U. S. 358, 360 (1964) (in considering post-petition
interest, stating: “lIn nost situations, interest is considered to
be the cost of the use of the anbunts owing a creditor and an

i ncentive to pronpt repaynent and, thus, an integral part of a
continui ng debt.”).

Foll om ng Larson’s reasoning, interest on a tax debt is part
of the underlying tax debt. Therefore, 8§ 6621(c) interest is
part of the underlying tax debt and is treated |like a tax under
8§ 507 of the Bankruptcy Code. The interest at issue was assessed
within 240 days of the filing of the petition, and it is
t herefore excepted from di scharge under 88 523(a)(1)(A) and
507(a) (8) (A) (ii).°

V. CONCLUSI ON
For the foregoing reasons, we AFFIRM the district court’s

judgnent affirm ng the bankruptcy court’s judgnent.

5 Accordingly, we reject the holding in Faden v. United
States (In re Faden), No. 91-46948-H3-7, Adversary No. 92-4519
(Bankr. S.D. Tex. Nov. 12, 1993) (unpublished), that § 6621(c)
interest is a nonpecuniary penalty. W also decline to address
argunents nade by Hardee in his reply brief. See NLRB v. Cal-
Maine Farms, Inc., 998 F.2d 1336, 1342 (5th Gr. 1993) (“As this
court has repeatedly held, we will not review argunents raised
for the first time in a reply brief.”).
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