Davis v. Commissioner, 69 T. C. 814 (1978)

Net operating losses sustained before and during bankruptcy proceedings can be
carried forward by the taxpayer post-discharge, not constituting property of the
bankruptcy estate.

Summary

A. L. Davis, after filing for bankruptcy and being discharged, sought to carry
forward net operating losses from his pre-bankruptcy retail grocery business to
offset profits from a new business in Houston. The Tax Court ruled that these losses
did not constitute property under the Bankruptcy Act and could be carried forward
by Davis, as they were not transferred to the bankruptcy estate. However, the court
denied a bad debt deduction for advances made to a corporation, deeming them
capital contributions rather than loans.

Facts

A. L. Davis and Neva Davis operated a retail grocery business and filed for an
arrangement under the Bankruptcy Act on May 28, 1962, due to financial
difficulties. Davis operated the business as a debtor in possession until October 11,
1963, when the arrangement was converted to a liquidation bankruptcy. After
discharge on December 2, 1963, they restarted a grocery business in Houston,
Texas, and sought to carry forward net operating losses from their pre-bankruptcy
period and time as debtor in possession to offset profits from the new business.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Davises’
federal income tax for the taxable years ending September 30, 1968, 1969, and
1970. The Tax Court was tasked with deciding whether the net operating losses
could be carried forward after bankruptcy and whether advances to a corporation
constituted a business bad debt deduction.

Issue(s)

1. Whether net operating losses sustained before filing a petition for an arrangement
under the Bankruptcy Act and while a debtor in possession can be carried forward
to taxable years following a discharge in bankruptcy?

2. Whether the taxpayer realized income from discharge in bankruptcy pursuant to
section 1. 61-12(b), Income Tax Regs. ?

3. If the losses can be carried forward, do they constitute property subject to a
reduction in basis under section 1. 1016-7, Income Tax Regs. ?

4. Whether the taxpayer is entitled to a business bad debt deduction for advances
made to a corporation?

Holding
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1. Yes, because the net operating losses do not constitute property under the
Bankruptcy Act and thus remain with the taxpayer, allowing carryover to offset
future income.

2. No, because the taxpayer’s liabilities exceeded the value of their assets
immediately after discharge, and their business expertise and relationships were not
taxable assets.

3. No, because the losses do not constitute property requiring a reduction in basis
under the regulations.

4. No, because the advances were deemed contributions to capital, not loans, based
on the financial condition of the corporation and the Davises’ controlling interest.

Court’s Reasoning

The court relied heavily on the precedent set by Segal v. Rochelle, distinguishing
between net operating loss carrybacks, which are property of the bankruptcy estate,
and carryovers, which are not. The court emphasized that carryovers are too
speculative and contingent to be considered property, as they depend on future
earnings. The court also clarified that the Davises’ business expertise and
relationships could not be considered taxable assets post-discharge. For the
advances to the corporation, the court applied factors from Tyler v. Tomlinson to
determine that they were capital contributions due to the financial condition of the
corporation and the Davises’ controlling interest.

Practical Implications

This decision allows taxpayers to carry forward net operating losses from before and
during bankruptcy to offset future income, providing a significant incentive for
discharged debtors to restart businesses. It clarifies that such losses are not
considered property of the bankruptcy estate, protecting them from claims of
creditors. However, it also underscores the difficulty of claiming bad debt
deductions for advances to closely held corporations, particularly when the advances
are unsecured and the corporation is financially unstable. Subsequent cases have
continued to follow this precedent regarding the treatment of net operating losses
post-bankruptcy.
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