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BANKRUPTCY  AND  TAX DEBTS 

 

1. Introduction  

 

The economic difficulties that have beset this state recently have thrown up a number 

of problems that counsellors encountered less frequently in previous times.  One area 

where questions have arisen is tax debts, and their relation to bankruptcy. 

 

2. Tax Is A Provable Debt 

 

The fact that there are a few special rules with tax debts can obscure the fact that tax 

debts are provable debts (1), and in most cases bankruptcy deals with them in the 

same way as other unsecured debts.  There used to be a priority accorded to tax 

debts, but this has been abolished with effect from 1 July 1993 (2).  Perhaps a memory 

of the old Crown priority lingers. 

 

The case noted above,  Jones  v  Deputy Commissioner of Taxation, is authority for 

another proposition which is quite important, which is that a liability to pay tax which 

exists at the date  a person becomes bankrupt is a provable debt, even if ATO has not 

yet issued an assessment. 

 

Accordingly, if a person is planning to become bankrupt it is necessary for them to 

collect all relevant material, and to set out all tax liability they have, for all types of tax 

liability including PAYG and GST, in their Statement of Affairs. 

 

3. Tax Debts Are Discharged. 

 

Just as section 82 of the Bankruptcy Act, which defines provable debts makes no 

special mention of tax debts, so section 153 which sets out the effect of discharge 

makes no special mention of tax debts.  The effect of this is that when a person is 

discharged from bankruptcy, the discharge releases that person from all tax debts. 

 

 

 



4. Intercepting Tax Refunds 

 

While a person is bankrupt, the Australian Taxation Office regularly intercepts tax 

refunds if the bankrupt has a debt to ATO.  The knowledge that this may happen 

should be taken into account by a person planning bankruptcy.  It may, for example, 

influence their timing. 

 

5. Treatment of Tax Refunds Received Before and During Bankruptcy. 

 

If a tax refund is received before a person becomes bankrupt, a trustee is likely to be 

interested if the amount was substantial, and it was received shorty before bankruptcy.  

There are no specific figures laid down about this, and one can only use a common-

sense estimate of what is likely to be of interest to a trustee.   A refund of a few hundred 

dollars received a few weeks or months before the bankruptcy is unlikely to attract 

attention.  A refund of a few thousand dollars received a few weeks or months before 

the bankruptcy is likely to be of interest to a trustee.  While it is not an offence to spend 

money before becoming bankrupt, spending of a  large sum shortly before bankruptcy 

may be viewed as disposing of property with intent to defeat creditors, which is an 

offence: s 266 (3) Bankruptcy Act. 

 

5.1 Income Year Before Bankruptcy 

 

If a tax refund is received while a person is bankrupt, its treatment depends upon which 

year of income it stems from.  If the refund relates to a year of income before the 

bankruptcy, it vests in the trustee as after-acquired property (s. 58 (1) (b)) and s. 139 

N (2)). 

 

5.2 Income Year During Bankruptcy 

 

If a tax refund is received while a person is bankrupt, and it stems from a year of 

income during the bankruptcy, the amount of the refund is added to the bankrupt’s 

income in assessing whether the bankrupt is liable to pay a contribution from income 

(s. 139 N (1) (b)). 

 



5.3 Straddling Income Year 

 

If a tax refund is received while a person is bankrupt, and it relates to a year of income 

that started before the person became bankrupt, but ended during the bankruptcy, the 

refunds is apportioned on a time basis between 5.1 and 5.2 above (s. 139 N (3)). 

 

6. Offences Against Tax Law. 

 

If a person is considering bankruptcy, one useful thing to do is to check if they are up-

to-date with lodging tax and BAS returns.  As mentioned in paragraph 2 above, in most 

ways tax debts are treated like other unsecured debts in bankruptcy.  However, if a 

person has not done tax and BAS returns up to date, ATO may decide to prosecute 

the person for non-lodgement.  A person actively planning bankruptcy may have 

decided it is pointless paying most debts.  It would be very useful if the person used 

any money or income freed by that decision to pay an accountant to do their returns 

up to date and thus avoid prosecution for failure to lodge the returns.  It also is 

desirable to clarify the amount of their indebtedness.  It happens often that a person 

who, in previous years, had a substantial income and generated a tax debt may have 

had a much lower income in the most recent years.  Doing all returns up to date 

establishes their precise indebtedness.  If there is debt for GST collected by the person 

but not forwarded to ATO, it is very desirable to pay those amounts if it is practicable 

to do so. 

 

7. ATO  Garnishee Powers 

 

In paragraph 2 above, I have mentioned that the general principle is that tax debts are 

like other unsecured debts in most ways.  However, one situation in which tax debts 

may differ sharply from other debts is where ATO has issued a garnishee notice in 

respect of money owed to the taxpayer by a third party.  This procedure is pursuant to 

section 260 - 5 in Schedule 1 to the Taxation Administration Act 1953.  Section 5 of 

the Bankruptcy Act defines a secured creditor to include a person holding a mortgage, 

charge or lien on property of the debtor as a security for a debt due to him or her from 

the debtors.  This has been held to include a section 260 - 5 notice (3).  Accordingly, 

when ATO has issued a section 260 - 5 notice it comes within the operation of section 



58 (5) of the Bankruptcy Act, which provides that nothing in section 58 affects the right 

of a secured creditor to realize or otherwise deal with its security.  A secured creditor 

is entitled to lodge a proof of debt in the bankruptcy (s. 90), and when the bankrupt is 

discharged a secured debt is discharged, however if part of the debt remains unpaid 

the secured creditor can continue to deal with the security (s. 153 (1) and (3)).  The 

bankrupt is otherwise freed from that debt. 

 

It is important to note that the garnishee only operates in relation to the person or 

organization upon whom it is served, for example a bank.  The debtor is at liberty to 

establish a new account with a different bank after bankruptcy.  The new account with 

the new bank is not affected by the old garnishee or the old bank. 
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NOTES: 

1. Jones  v  Deputy Commission of Taxation (1998) 157 ALR 349 at 354 

2. The previous form of sections 221 YHJ, 221 YHZD and 221 YU of the Income 

 Tax Assessment Act 1936, as amended by Act 32 of 1993. 

3. Commissioner of Taxation  v  Park (2012) 294 ALR 1. 

 

 


