Prather v. Commissioner, 50 T. C. 445 (1968)

The Tax Court retains jurisdiction to review additions to tax for fraud assessed
against a bankrupt taxpayer, even if the underlying tax deficiencies were assessed
and claimed in bankruptcy.

Summary

In Prather v. Commissioner, the Tax Court held that while it lacked jurisdiction over
tax deficiencies assessed and claimed in a taxpayer’s bankruptcy proceeding due to
Section 6871 of the Internal Revenue Code, it retained jurisdiction to review
additions to tax for fraud. John V. Prather was adjudicated bankrupt, and the IRS
assessed tax deficiencies and fraud penalties but only claimed the deficiencies in
bankruptcy. The court reasoned that since fraud penalties could not be claimed in
bankruptcy under Section 57 of the Bankruptcy Act, denying Tax Court jurisdiction
over them would leave the taxpayer without a forum to challenge these penalties,
contrary to legislative intent.

Facts

John V. Prather and Helen Prather filed joint federal income tax returns for
1960-1964. Prather was adjudicated bankrupt on July 1, 1965. The IRS assessed tax
deficiencies and additions for fraud for these years on February 24, 1967, while the
bankruptcy was still pending. The IRS filed claims in the bankruptcy for the tax
deficiencies but not for the fraud penalties. On February 17, 1967, the IRS sent a
notice of deficiency to the Prathers, and they petitioned the Tax Court for
redetermination. The IRS moved to dismiss, arguing the Tax Court lacked
jurisdiction under Section 6871 due to the ongoing bankruptcy.

Procedural History

Prather filed for bankruptcy on July 1, 1965, and was adjudicated bankrupt. The IRS
filed claims for tax deficiencies in the bankruptcy on January 4 and March 9, 1966.
On February 17, 1967, the IRS sent a notice of deficiency to the Prathers. They
petitioned the Tax Court on May 15, 1967. The IRS moved to dismiss on June 16,
1967, citing Section 6871. The bankruptcy estate was closed on January 30, 1968.

Issue(s)

1. Whether the Tax Court has jurisdiction to review tax deficiencies assessed and
claimed in a taxpayer’s bankruptcy proceeding under Section 6871 of the Internal
Revenue Code.

2. Whether the Tax Court has jurisdiction to review additions to tax for fraud
assessed against a bankrupt taxpayer when those additions were not claimed in
bankruptcy.

Holding
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1. No, because Section 6871 precludes Tax Court jurisdiction over deficiencies
assessed and claimed in bankruptcy to ensure these claims are adjudicated in the
bankruptcy court.

2. Yes, because the fraud penalties were not claimable in bankruptcy under Section
57 of the Bankruptcy Act, and denying Tax Court jurisdiction would leave the
taxpayer without a forum to challenge these penalties, contrary to the legislative
intent of Section 6871.

Court’s Reasoning

The court applied Section 6871, which mandates immediate assessment of tax
deficiencies upon a taxpayer’s bankruptcy and their adjudication in the bankruptcy
court. The court found that the IRS had timely assessed and claimed the tax
deficiencies, thus precluding Tax Court jurisdiction over them. However, the court
distinguished the fraud penalties, noting they were not claimable in bankruptcy due
to Section 57 of the Bankruptcy Act. The court reasoned that the legislative purpose
of Section 6871 was to ensure all tax claims were adjudicated in one forum, but this
purpose did not extend to fraud penalties that could not be claimed in bankruptcy.
The court emphasized that denying jurisdiction over fraud penalties would leave the
taxpayer without a forum to challenge them, which would raise constitutional
concerns. The court supported its interpretation by referencing the legislative
history of Section 6871 and the language of the statute, which it interpreted as
referring to deficiencies claimable in bankruptcy.

Practical Implications

This decision clarifies that while tax deficiencies assessed and claimed in
bankruptcy proceedings are not reviewable by the Tax Court, the court retains
jurisdiction over additions to tax for fraud that are not claimable in bankruptcy.
Practitioners should ensure that all tax claims, including penalties, are properly
handled in bankruptcy to avoid jurisdictional issues. This ruling may encourage the
IRS to reconsider its practice of assessing but not claiming fraud penalties in
bankruptcy, as taxpayers can challenge these penalties in the Tax Court. The
decision also highlights the importance of distinguishing between different types of
tax claims in bankruptcy proceedings and their implications for Tax Court
jurisdiction. Subsequent cases, such as Orenduff, have applied this ruling to similar
situations where the IRS failed to assess or claim deficiencies before the end of
bankruptcy proceedings.
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