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Martin v. Commissioner, 56 T. C. 1294 (1971)

A net operating loss must be computed by aggregating all business income and
expenses for the entire taxable year, regardless of bankruptcy filing, and personal
exemptions and nonbusiness deductions are not allowable in calculating such losses.

Summary

In Martin v. Commissioner, the Tax Court addressed how to compute net operating
losses (NOL) for taxpayers who filed for bankruptcy during the tax year. Homer and
Alma  Martin  claimed  a  significant  NOL  from  their  business  losses  prior  to
bankruptcy, arguing it should offset their post-bankruptcy income after deducting
personal  exemptions  and  nonbusiness  expenses.  The  court  ruled  that  for  NOL
calculations, the entire year’s business income and expenses must be aggregated,
and personal exemptions and nonbusiness deductions are not allowed, resulting in a
much smaller NOL carryover. Additionally,  the court disallowed a deduction for
inventory transferred to the bankruptcy trustee, as such transfers are nontaxable
events.

Facts

Homer and Alma Martin operated Village Music Shop, incurring substantial losses.
On May 14, 1965, Homer filed for bankruptcy, listing assets including inventory and
debts  exceeding  those  assets.  Prior  to  bankruptcy,  the  business  losses  totaled
$5,111.  28.  Homer earned $1,563 from teaching before bankruptcy and $3,079
afterward. Alma started Busy Bee Services post-bankruptcy, earning $377. 79. The
Martins claimed a $7,715 loss for 1965, including a $1,000 long-term capital loss
from the inventory transferred to the bankruptcy trustee, and attempted to carry
over this loss to subsequent years.

Procedural History

The  Commissioner  determined  deficiencies  in  the  Martins’  1966  and  1967  tax
returns, disallowing their claimed NOL carryovers. The Martins petitioned the Tax
Court,  challenging the Commissioner’s  computation of  their  1965 NOL and the
disallowance of the inventory loss deduction.

Issue(s)

1.  Whether  taxpayers  may  reduce  their  post-bankruptcy  income  by  personal
exemptions and nonbusiness deductions before subtracting it from pre-bankruptcy
business losses to compute their net operating loss for the year.
2. Whether taxpayers may deduct the cost of inventory transferred to a bankruptcy
trustee as a loss for the year.

Holding
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1. No, because section 172(d)(3) and (4) of the Internal Revenue Code require the
exclusion of personal exemptions and nonbusiness deductions in calculating the net
operating loss.
2. No, because transferring inventory to a bankruptcy trustee is a nontaxable event,
and no loss is sustained under section 165.

Court’s Reasoning

The court emphasized that the taxable year cannot be segmented into pre- and post-
bankruptcy periods for NOL purposes. Instead, all business income and expenses for
the entire year must be aggregated to compute the NOL, as required by section
172(d)(3) and (4). The court cited cases like Stoller v. United States and Heasley to
support this view. Regarding the inventory deduction, the court noted that such
transfers to a trustee are nontaxable, with the trustee taking the bankrupt’s basis in
the assets. The court relied on cases like Parkford v. Commissioner and B & L Farms
Co. v. United States to reject the claimed deduction. The court also dismissed the
Martins’ argument about a conferee’s informal agreement, citing Botany Worsted
Mills v. United States and other cases that such agreements have no legal effect.

Practical Implications

This  decision  clarifies  that  for  NOL calculations,  taxpayers  must  aggregate  all
business income and expenses for the entire year, regardless of bankruptcy filings.
It emphasizes that personal exemptions and nonbusiness deductions cannot be used
to reduce business income in NOL computations. Additionally, it establishes that
transferring inventory to a bankruptcy trustee does not generate a deductible loss.
This  ruling affects how taxpayers and practitioners handle NOLs in bankruptcy
scenarios, potentially reducing the amount of NOL carryovers available. Subsequent
cases and IRS guidance have reinforced these principles, affecting tax planning and
compliance in bankruptcy situations.


