
© 2025 SCOTUSreports.com. All rights reserved. | 1

Abdalla v. Commissioner, 69 T. C. 697 (1978)

A shareholder may deduct a pro rata share of a subchapter S corporation’s net
operating loss  for  the portion of  the year  before the corporation’s  bankruptcy,
limited by the shareholder’s basis in stock and debt as of the day before bankruptcy.

Summary

In  Abdalla  v.  Commissioner,  the  Tax  Court  addressed  the  deductibility  of  net
operating losses (NOLs) from two subchapter S corporations that went bankrupt
mid-year. The court ruled that the shareholder could deduct the NOLs accrued up to
the day before bankruptcy, limited by his basis in stock and debt at that time. This
decision balanced the timing of worthless stock and debt deductions with the pass-
through nature of subchapter S corporations, ensuring shareholders could benefit
from NOLs without double deductions. The ruling also clarified that subsequent
payments by the shareholder on corporate debts did not increase his basis for NOL
deductions.

Facts

Jacob Abdalla owned 100% of Abdalla’s Furniture, Inc. and 98. 43% of Abdalla’s
Downtown Furniture, Inc. , both subchapter S corporations. Both were adjudicated
bankrupt on October 26, 1966, with Abdalla’s stock and debt in the companies
becoming worthless on that date. The corporations had net operating losses for their
fiscal year ending January 31, 1967. Abdalla sought to deduct these losses on his
personal tax return for 1968, arguing they should be fully deductible despite the
bankruptcy.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Abdalla’s 1968
federal income tax. Abdalla petitioned the U. S. Tax Court for review. The court
heard arguments on whether Abdalla could deduct the corporations’ NOLs, whether
interest payments on corporate debts were deductible,  and whether gains from
liquidating other corporations should be offset by corporate liabilities.

Issue(s)

1. Whether Abdalla may deduct a portion of the net operating losses of the two
subchapter S corporations for the period ending on the day before their bankruptcy?
2. Whether interest payments made by Abdalla on corporate debts are deductible
under section 163?
3.  Whether  the  gain  realized  by  Abdalla  upon  the  liquidation  of  two  other
corporations  should  be reduced by  the balance of  a  note  guaranteed by  those
corporations?
4. Whether that gain should be further reduced by federal income tax deficiencies
Abdalla, as transferee, is liable to pay?
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Holding

1. Yes, because the onset of worthlessness constituted a disposition of Abdalla’s
stock and debt, allowing him to deduct the NOLs accrued up to October 25, 1966,
limited by his basis in stock and debt at that time.
2.  No,  because the interest  payments  were made on a  bad debt  and thus not
deductible under section 163 but rather as a bad debt under section 166.
3.  No,  because the  liquidation  did  not  increase  Abdalla’s  liabilities,  as  he  was
already liable on the note.
4. No, because the gain on liquidation cannot be recalculated due to subsequent tax
liabilities; any such liabilities may result in a loss in the year paid.

Court’s Reasoning

The court reasoned that the onset of worthlessness on October 26, 1966, should be
treated as a disposition of Abdalla’s stock and debt for subchapter S purposes,
allowing him to deduct NOLs up to that date. This approach preserved the pass-
through nature of subchapter S corporations while adhering to the timing rules for
worthless securities and bad debt deductions under sections 165 and 166. The court
rejected  Abdalla’s  argument  for  a  full-year  deduction,  stating  that  subsequent
events, like interest payments on corporate debts, could not retroactively affect the
NOL calculations. The court also clarified that Abdalla’s liability on the note did not
increase due to the liquidation of other corporations, and any tax deficiencies should
be addressed in the year they are paid, not as an offset to liquidation gains.

Practical Implications

This decision guides how shareholders of subchapter S corporations should handle
NOLs in the event of bankruptcy. It establishes that NOLs can be deducted up to the
point  of  bankruptcy,  limited  by  the  shareholder’s  basis,  which prevents  double
deductions but allows some benefit from operating losses. Legal practitioners must
carefully time deductions for worthless securities and bad debts to optimize tax
outcomes. The ruling also impacts how guarantees and subsequent payments are
treated for tax purposes, emphasizing that such payments do not retroactively affect
basis for NOL deductions. This case has been cited in subsequent rulings, such as in
the context of consolidated groups and the treatment of affiliate losses.


